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@ Here in CCH’s practical LABOR LAW REPORTS is provided swift, com: 
plete, and dependable coverage of “‘labor law." Its informative weekly 
issues span the whole work-a-day world of statutes, regulations, rulings 
court and administrative decisions, returns, forms, reports, instructions 
concerning the important federal and state regulation of labor relations 
and wage-hour problems. 

Coverage includes: National Labor Relations Act, Fair Labor Standards 
Act, National Wage Stabilization Board provisions, veteran's reemploy: 
ment rights, anti-discrimination laws,. public contracts law relating to 
labor, anti-injunction laws, state labor relations acts, state wage and 
hour laws, etc. 

Pertinent amendments, regulations, rulings, interpretative bulletins 
and court decisions are likewise promptly reported. Thus, subscriber 
always have the last word, the newest development, the latest twist and 
turn of events of interest or importance in the field of ‘‘labor law. 





COMMERCE CLEARING. HOUSE; INGC.. 


Write for Complete Details PUBLISHERS OF TOPICAL LAW REPORTS 
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The little man 


who wasn’t there... 


In the nineties, the firm’s accountant information .. . supplies the basic facts 
with the black alpaca coat and the green _ enabling the management to coordinate 
eyeshade just “kept the books”...never the complex operations of production, 
sat with the Boardwhen major decisions distribution and financing. The board’s 


were being made. e decisions and the recommendations of 
the accountant are based on fresh facts. 
Bornow at board meetings of most McBee is not an accounting firm, 


big business, the firm’s accounting chief but its methods and products evolved 
ispresentas consultant on wage policies, in 40 years of experience... help the 
O.P.A. schedules, cost analysis, and accountants make vital facts available 
budgets... fills in the gaps in directors’ faster and in simpler form. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Avenue, New York 17, N.Y... Offices in principal cities 
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Your future 


may owe a lot 
to this man | 
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HE has certainly done a number of other busi- 
nessmen some very good turns. Such as the 
yearly saving of over $37,000 reported by one 
medium-sized manufacturing concern after fol- 
lowing his advice to install a complete National 
Industrial Accounting System. Or the 41% reduc- 
tion in the cost of payroll production enjoyed by 
another concern—with a direct, overall cash saving 
of about $25,000 yearly. A saving which, in less 
than a year, more than paid for the National 
System he recommended. 

This helpful man is your local National Cash 
Register Company's representative, and a good 
man to know in these days of widely rising oper- 
ating costs. 


Making business 
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For manufacturers, banks, hotels, transportatio: 
companies, and many others, National Accountin; 
Systems have opened the way to important monej 
savings accompanied by greatly improved result 
in general. And in the field of retailing, from the 
largest stores to the smallest, National Cash Regis 
ters provide the accepted method of recording 
transactions and controlling store operation. 

The size or nature of your business does no: 
matter. Wherever money is handled or record: 
kept, there is a chance for National to suggest net 
and better systems that will reduce accounting 
costs and increase profits. The National Gs 
Register Company, Dayton 9, Ohio. Offices 1 
principal cities. 
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easier for the American Businessman ... Nationa 


' CASH REGISTERS:- “ADOING MACHINES 
ACCOUNTING-BOOKKEEPING MACHINES 
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MISTAKE THE NAME! 


This thought strikes us occasionally — could our name 
Addressing Machine & Equipment Co. cause readers to 


relegate our services solely to mailing departments? 


Of course, we do know that many Accountants, Comp- 
trollers and Purchasing Agents rely on us for rebuilt 
accounting, bookkeeping, billing and calculating machines. 
Would you mark that up in your memory for the next time 


Systems are being considered. 


Our representative will work with you in suggesting the 
proper business machines — subject, of course, to your 
own advice. Now, no priority or Government approval is 
needed to obtain our rebuilt and reconditioned machines. 
All machines are guaranteed to look and operate like new 
and are serviced Free for one year. We invite you to call 


for the services of a Systems and Methods representative. 


P.S.—If you advise clients to sell surplus machines please tell us. It will be 
greatly appreciated both by us and your professional colleagues. 






ADDRESSING MACHINE & EQUIPMENT CO. 


326-330 BROADWAY NEW YORK 7, N. Y. WOrth 2-5337 
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Trends in Auditing and Reporting 


By Josern J. Kier, C.P.A. 


Y conception of the purpose of 

this lecture is that it is to 
attempt to bring auditing procedure up 
to date, as it were, so as to tell you 
what happened in the field of auditing 
practice while you were away. Until 
two or three days ago, when I began to 
give serious thought to the subject mat- 
ter of tonight’s discourse, I was under 
the impression that many changes had 
occurred during the past four or five 
vears. I am now very happy to be 





Dr. Josernu J. Kietn, C.P.A., has 
served two terms as President of the 
Society since his admission in 1911, 
as well as a member of the Board of 
Directors. He is also a member of 
the Council of the American Insti- 
tute of Accountants. Dr. Klein has 
been admitted to the New York and 
Federal Bars and is a member of a 
number of bar associations. He is 
well known as the author of several 
standard text books on accounting 
and taxation and is Associated Pro- 
fessor of Taxation at The College 
of the City of New York. 

This lecture was delivered by Dr. 
Klein at the opening session in the 
Review and Reorientation Course 
for Veterans, a series of 14 lecture- 
and-discussion meetings, arranged 
by the Society’s Committee on Co- 
operation with Veterans. 
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able to say to you, in all seriousness, 
that those of you who were competent 
accountants when you were inducted— 
and the State of New York which, 
after very comprehensive tests, award- 
ed you the C.P.A. certificate, has certi- 
fed to your competency—have no 
cause for worry or concern about being 
able to take up the thread of your 
professional work. This is so because 
no startling changes or innovations 
occurred in accounting or in auditing 
while you were away. Changes did take 
place, but these, as you will soon realize, 
were really superficial and not funda- 
mental and, in many cases, were merely 
temporary wartime emergency meas- 
ures. As a matter of fact, it is fair to 
assure you that, so far as future pro- 
gress in accounting and auditing is con- 
cerned, you are not at all handicapped 
because of your absence from profes- 
sional practice during the past three, 
four or five years. 

A few days ago I was visited by a 
member of our State Society who had 
been, before his induction, an in-charge 
senior on the staff of one of the well- 
known local accounting firms and, at 
about the time that he was contemplat- 
ing going into practice for himself, he 
received a polite greeting and summons 
from the President! Our fellow mem- 
ber has come back, and he was quite 
discouraged by the fear that it would 
be almost impossible for him to pick up 
where he had left off “because much 
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progress had been made and so many 
technical changes had taken place” 
while he was away. What did I 
think about his giving up profes- 
sional accountancy and securing a 
position, if he could, as a comptroller 
or office manager? I spoke to him 


as I intend to speak to. the re- 
turned veterans who are here to- 
night. When my visitor left me, he 


realized that it was unnecessary to give 
up his profession for the reasons which 
he feared. I sincerely trust that I shall 
succeed tonight in leaving a similar 
conviction with you: Not only is there 
no reason for you to “throw up the 
sponge,” but there is every justification 
for you to realize that very, very soon 
you will re-attain—and you should sur- 
pass—the absolute and the competitive 
status which was yours before you 
went into uniform. I want to leave 
that thought with you as I begin my 
talk. 


Limitation on Scope of Talk 


There is both difficulty and challenge 
in presenting to the audience here 
gathered the subjects assigned to me. 
We are professional brethren: each of 
us is a Certified Public Accountant of 
this State and a member of the Society ; 
many of us are also members of the 
American Institute of Accountants. In 
much of what I shall have to say to 
you tonight, as well as the material 
which will be presented by the other 
speakers scheduled for this course, ex- 
cept with respect to developments 
associated with war needs, there will 
be unavoidable carrying of “coals to 
Newcastle.” 

Then, to some extent, unless I am to 
be entirely indifferent to the naturally 
assumed limitations of my assignment, 
I am to talk to you on the material so 
ably set forth in the Institute’s refresh- 
er course, “Contemporary Accounting.” 
The first of my two topics, “Trends in 
Auditing and Reporting,” is the sub- 
ject matter of Samuel J. Broad’s excel- 
lent Chapter 11 in that course, and that 
the other topic, “New Auditing Tech- 
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niques,” is the admirable Chapter 12, 
by Maurice E. Peloubet. With that 
disclosure, you may now relax and nap 
if you wish, confident in the knowledge 
that what I shall attempt to present has 
already been most ably done for you 
by my two friends. 


Definitions 


You have already noted that we are 
to discuss trends in auditing and re- 
porting. You need no Mr. Webster to 
tell you that “trend” is an underlying 
or prevailing tendency or inclination, 
i.e., the general direction taken by 
something changing or subject to 
change. The “trend” in which we are 
presently interested has become, for the 
time being, almost a “‘status.”’ I do not 
mean a permanent status, because our 
subject, thank goodness, cannot be 
harnessed or confined, but continues to 
evolve and develop. 

I am not equally certain of what is 
meant by “new auditing techniques.” 
[ know, of course, that “technique”’ is 
an expert method in the execution of 
the technical details in the accomplish- 
ing of something frequently (but not 
universally ) associated with the creative 
arts. As you may have already dis- 
cerned from reading Mr. Peloubet’s 
chapter, his treatment of the subject is 
somewhat broader than the title would 
indicate, but I shall, to some extent, at 
least, adopt his interpretation. 


TRENDS IN AUDITING 


The first of the three topics which I 
am to present this evening is “Trends 
in Auditing.” I believe I have already 
indicated that we are primarily in- 
terested in the direction which the prac- 
tice of auditing has taken during the 
several war years. Let me anticipate 
what is to follow by assuring you that, 
so far as post-war professional activi- 
ties are concerned, the independent ac- 
countant will find that very little of 
war-year trends has resulted in rad- 
ically new or different auditing pro- 
cedures. This vou should realize at 
the very outset of my talk. You will 
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Trends in Auditing and Reporting 


find, I am sure, that to a very large 
extent the refresher course offering is 
more in the nature of a review than a 
summarization of anything new. That 
is true of all of the lectures listed for 
this course, except federal income tax- 
ation. And even in taxation, as I 
could readily demonstrate if it were the 
subject assigned to me, the relatively 
permanent war-period development 
and trend can be mastered in a few 
hours by men of your training, experi- 
ence and acknowledged competence. 


Status of the C.P.A. 


I need not tell this audience about the 
repute in which the Certified Public 
Accountant is held today; that the 
recognition accorded him has been well- 
earned and is well-deserved. I am told 
that, in the military organizations, the 
holder of a C.P.A. certificate, was quite 
frequently assigned financial and ad- 
ministrative duties in recognition of 
his knowledge, training and attain- 
ments. This recognition corresponds 
to that which prevailed, I understand, 
in the British forces. The attainment 
of that status represents a half century 
of professional growth, for we are, as 
it were, in the shadow of the semi- 
centennial of the grant of the first 
Certified Public Accountant's certifi- 
cate in the United States. 

During the war period, universities 
continued instruction in accounting, 
State C.P.A. and Institute examination 
boards continued to function, and the 
pre-war standards were maintained. 
Thus far, attempts have failed to break 
down experience requirements for ad- 
mission to practice by substituting mili- 
tary service for professional experience. 
The seeker of an “easy” certificate will 
be well-advised to concentrate on at- 
taining professional competency and to 
spurn harmful and illusionary short 
cuts. c 


Unchanged Purpose of the Audit 


The need for audit reports did not 
decrease during the war. The function 
of the independent accountant remained 
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unchanged: ‘to determine correctness 
of financial statements issued by corpo- 
rations and others. In the conduct of 
the audit, just as before the war, there 
was strict adherence to insistence on 
consistent application of accepted ac- 
counting principles. The standard of 
consistency since about 1940 has been 
that the financial statements for the 
year under review were stated “in con- 
formity with generally accepted ac- 
counting principles applied on a basis 
consistent with that of the preceding 
year.” Before about 1940, the con- 
sistency test, when applied, was with 
respect to the accounts within the year. 


Auditing Development 


In any art, methods and procedures 
gradually change. We speak of im- 
provements; we refer to time-saving 
devices; we note refinements. All of 
this is true of auditing. The pro- 
fessional auditor long ago gave up com- 
plete and detailed checking of all trans- 
actions. A quarter of a century or so 
ago, “testing” began to be recognized 
as approved practice. It required the 
characteristic boldness and pioneering 
of Col. Robert H. Montgomery to 
recognize publicly the safety and the 
propriety of the “testing” procedure. 

But, in any art, there are times when 
changes result not from gradual evolu- 
tion, but from sudden shock or jolts. 
Auditing has not been free from such 
phenomena. We have had explosive 
jolts. Thus, there is the Ultramares 
case, in which the presiding judge of 
our highest State court, now of sainted 
memory, stated that “fraud includes 
the pretense of knowledge when knowl- 
edge there is none.” This case may 
be said to have jolted practitioners 
into fuller realization that auditing 
programs must result in developing 
information sufficient to justify the 
expression of an informed opinion. 
Later came the McKesson & Robbins 
case, which led to a shifting from mere 
‘paper work” to emphasis on physical 
contact with merchandise inventories 
and almost universal confirmation of 
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accounts receivable by correspondence 
with debtors. 

The McKesson case resulted in an 
Institute report, ‘“Extensions of Audit- 
ing Procedures,” promulgated in 1939, 
and since then adopted by many State 
societies. It was this report which 
recognized, among other things, the 
need of extended procedures with re- 
spect to reporting on inventory quan- 
tities and the need of confirming ac- 
counts receivable by direct correspond- 
ence with debtors. All of this, of 
course, not with respect to reports 
which are not to be issued to investors 
and credit grantors. 


Internal Control 


The McKesson case also resulted in 
the placing of increased emphasis on a 
review by the auditor of the effective- 
ness of internal control. Such review 
is accomplished by a study of the 
client's organization chart and, equally 
important, on observation of adherence 
thereto. There is a dual purpose for 
such review; namely, (1) determina- 
tion of credibility of the book entries, 
which is based, of course, on the extent 
to which the supporting records are 
found to be reliable; and (2) with the 
foregoing as a predicate, determination 
of the extent to which the underlying 
records should be tested. 


Analytical Review 


Manpower difficulties during the war 
period emphasized the usefulness of 
an auditing procedure not altogether 
unknown in pre-war days: analytical 
review of accounts. Because of the 
possibility of missing important or ex- 
ceptional items by “testing,” and to 
safeguard the integrity of such tests, 
“analytical review’ leads to the de- 
tection of important, unusual and “‘out- 
of-line” items. There are many forms 
of such analytical review, and among 
them I direct attention to (1) compari- 
son of actual with budgeted figures; 
2) comparison of expenses to sales 
and other significant ratios of this 
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year with those of the preceding period 
or periods; (3) gross profit test; (4) 
merchandise and supplies consumption 
tests; (5) comparison of actual manu- 
facturing costs with pre-determined 
standards and estimates. We begin, 
rather than end, with the analytical 
review, because the purpose of the 
“short-cut” is to indicate matters which 
require more exhaustive audit and 
examination. 


“Auditing Standards” 


We must now come to grips with a 
most troublesome phase of the material 
selected for presentation tonight. I 
refer to the question of “auditing 
standards.” 

As a result of the McKesson & 
Robbins case, early in 1941 the S.E.C. 
promulgated Rule 2-02 of Regulation 
S-X. In this amendment of its rules, 
the S.E.C. prescribed that the indepen- 
dent accountant should assert in his 
report that he had conducted his audit 
“in accordance with generally accepted 
auditing standards applicable in the 
circumstances.” There was consider- 
able discussion between the Institute 
and the S.E.C. with respect to this re- 
quirement. This discussion covered 
considerable ground. For the moment 
we are interested only in the use of the 
expression, “auditing standards.” In 
explaining the matter, Mr. Broad, quot- 
ing from the Institute’s “Statement on 
Auditing Procedure No. 6,” stated: “A 
distinction was drawn by the Com- 
mission in its discussion with the Com- 
mittee between auditing standards and 
auditing procedures. Auditing stand- 
ards may be regarded as the underlying 
principles of auditing which control the 
nature and extent of the evidence to be 
obtained by means of auditing pro- 
cedures.” 

Some of you may have read the many 
papers which have dealt with the 
question of auditing standards and at- 
tempts to define the term. You would 
be excused if you concluded that the 
efforts at definition were attempts to de- 
fine the indefinable. 
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Trends in Auditing and Reporting 


In preparation for tonight's talk, I 
have tried to re-read, or read, or, at 
least, glance through much of the volu- 
minous material on ‘‘auditing stand- 
ards” which has been produced during 
the five years commencing in 1941. I 
thumbed through the sixth, the latest, 
edition of Montgomery’s standard 
work, “Auditing Theory And Prac- 
tice.” It was published late in 1940. 
In its index you will fail to find even a 
single reference to “auditing stand- 
ards.” Almost all of this indispensable 
professional manual is devoted to audit 
procedures. 

I re-read Mr. Broad’s “preliminary 
statement of twenty-six auditing stand- 
ards,’ which he originally presented in 
1941, and which is reproduced in his 
chapter in “Contemporary Accounting.” 
An analysis of Mr. Broad’s thoughtful 
contribution, as well as that of other 
writers on the subject, leads me to the 
conclusion that thus far there has been 
a marked failure to differentiate between 
“auditing standards” and “auditing pro- 
cedures,” and that in attempts at defini- 
tion of “auditing standards” there has 
been an admixture of what should be 
done by the auditor, how much should 
be, done by him, and how to do that 
which should be done. There is justifi- 
cation, I concede, in regarding some of 
Mr. Broad’s material as illustrations of 
“auditing standards”, rather than at- 
tempts at definition. Nevertheless, it 
seems to me that, despite much discus- 
sion in the Institute and in State so- 
cieties by practitioners and professors, 
neither practitioner nor professor of ac- 
counting has thus far produced a sat- 
isfactory definition or statement of 
“auditing standards.” Thus, today, 
there is available neither such definition 
nor statement, or, at least, none with 
respect to which there has been general 
agreement. Despite the absence of such 
needed guidance, we have continued to 
include in our short form reports, both 
with respect to listed and unlisted cor- 
porations, the categorical statement that 


“Our examination was made in ac- 
cordance with generally accepted 
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auditing standards applicable in the 

circumstances and included all proce- 

dures which we considered neces- 
sary.” 

It seems to me that if the recently 
coined expression, “auditing stand- 
ards,’ has any meaning at all, such 
meaning might be sought not in some- 
thing related or akin to auditing 
principles, but rather in the direction of 
auditing procedures. Thus far—and I 
have given considerable thought to the 
matter, on and off, during the past two 
or three days—I have not found myself 
able to approach a definition of “audit- 
ing standards” fatisfactory even to my- 
self. I have thought of the term as 
associated with the aim, purpose or goal 
of auditing and as intimately related 
to measurement of the quality of audit- 
ing procedures. Like writers on the 
topic, I have found it quite impossible 
to succeed in separating the statement 
of the principle or theory from the steps 
or procedures employed or needed, in 
practice, to implement the concept. 
Thus far attempts at definition have re- 
sulted in lexicographical as well as logi- 
cal abominations. If someone does not 
soon succeed in producing an acceptable 
definition, perhaps we had better decide, 
temporarily, not to waste any more time 
in attempting to define the seemingly 
indefinable, and then seek official ap- 
proval for recasting of the statement in 
our reports so as to read substantially 
as follows: 

“Tn our examination we employed 
all applicable and generally accepted 
auditing procedures which we con- 
sidered necessary.” 
do not feel happy about the profes- 
sion’s perpetuating an allegation which, 
apparently, is too elusive for definition 
or acceptable description. My sugges- 
tion for a substitute would, I submit, 
be practically equivalent to the intend- 
ment of the sentence which has been in 
use since 1941. 
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Analysis of “Auditing Standards” 


As a practical matter, I believe that 
we are justified in spending a little more 
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time in seeking to understand the con- 
notation of the expression, “auditing 
standards.” Perhaps it would be in order 
for you and me together to attempt to 
determine the practical significance of 
the expression. The task is worthwhile 
for a number of reasons, not least im- 
portant among which is that the study 
well illustrates that this audience has 
much to contribute to the clarification 
of basic professional concepts, and that 
while you were away little progress was 
made in the area now under discussion. 

As I see it, at this stage of my think- 
ing, there are two phases to the term: 

(1) 


(2) 


The basic or subjective aspect 
The procedural or objective 
aspect 


I would suggest that the basic or sub- 
jective phase involves the auditor's 
professional competence and his inde- 
pendence. His technical competence is 
attested to by his C.P.A. certificate 
the cultural attainments and the profes- 
sional education, training and experi- 
ence which it implies. Despite technical 
competence, a C.P.A. may be deemed 
not independent when, as set forth in 
the Rules of Professional Conduct of 
our State Society and of the Institute, 
he or his family has an actual or poten- 
tial material financial interest in the 
client. Under such circumstances, he 
should not render an auditor’s report. 
‘This injunction bears a resemblence to 
that which enjoins a physician from 
operating on a near relative. I should 
hasten to add, before you correct me, 
that where the auditor is permitted to 
render a report under non-independent 
circumstances, such fact should be dis- 
closed in the report. 

While you were away, unusual pub- 
licity was given to a notable instance 
of the certified public acountant’s inde- 
pendence. You will find reference to 
the matter in the 1943 and in the 1944 
annual reports of E. I. du Pont de 
Nemours & Company. In the 1943 
report, the accountants took exception 
to the Companvy’s failure to state sepa- 
rately the several components of the 
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surplus account and, in the 1944 report, 
the accountants incorporated the result 
ot their analysis of the account. The 
matter appears to have been serious 
enough to cause the Company’s Com- 
mittee on Audit to include in the annual 
reports to stockholders a lengthy ex- 
planation. The independent accountant 
frequently disagrees with his client, but 
such differences are usually composed, 
or the auditor withdraws, but, at any 
rate the matter seldom comes to public 
notice. It is not often that the disagree- 
ment is disclosed as sharply as it was 
in the du Pont reports. 

It seems to me that the procedural 
or objective aspect deals with a number 
of matters, among which the obviously 
more important are: (a) programming 
of the engagement, (b) procedures se- 
lected, and (c) reporting. 

In planning the engagement, the 
auditor should become thoroughly 
familiar with the client’s system of ac- 
counting and its internal control. Re- 
cently, it has been stressed that such 
preliminary work should be spread over 
the year, not alone because of wartime 
staff personnel difficulties, but also be- 
cause such spreading of pre-audit work 
makes for more effective audit planning 
and execution. 

The selection of auditing procedures, 
including the extent of testing, is in- 
fluenced by the reliability of the interna! 
check and control. The ultimate goal 
is, of course, to establish the correctness 
of the financial statements by acceptable 
and convincing evidence. During the 
war, clients often were unable to main- 
tain satisfactory internal control, and 
such fact necessarily added to the bur- 
den and concern of the independent 
accountant at a time when his own staff 
personnel problems were most trouble- 
some. Real (and, on the whole, suc- 
cessful) efforts were made to maintain 
pre-war audit standards, despite mul- 
tiple wartime handicaps. Thus, inven- 
tory amounts were reported upon, al- 
though physical inventorying was im- 
possible, either because of government 
edict or continuous operation of plants. 
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So, also, with receivables, all or the 
greater part of which were from the 
Government, with respect to which con- 
firmation was unobtainable. The pleas- 
ure of telling you how these two items 
were dealt with has been entrusted to 
well-known members of the Society, 
Messrs. C. Oliver Wellington and Ed- 
ward F. McCormack. 

The end result of the auditor’s work 
is, of course, his report or “certificate,” 
as it was termed not so long ago. I shall 
deal with this phase of his work shortly. 


Wartime Difficulties 


During the war independent accoun- 
tants carried on as best they could. 
Their difficulties were great and at 
times they appeared almost insur- 
mountable. It is fair to assert that by 
and large the profession maintained its 
standards and vindicated its reputation 
for competence and integrity. These 
difficulties were due only in part to 
inadequacy in staff assistance and in 
less well-trained and adequate client 
personnel. The outstanding wartime 
difficulties were associated—and_ to 
some continuing extent still are—with 
uncertainties. For example, although 
among the principal assets were 
amounts due from the Government and 
the value of inventories, the established 
and accepted verification procedures 
were often unavailable. It was found 
impossible to obtain confirmations 
of receivables from the Government ; 
physical inventories frequently could 
not be taken because operations could 
not be interrupted and, in a few in- 
stances, wartime secrecy was involved. 
Accounts receivable were, however, 
satisfactorily audited and the value of 
physical inventories established. How, 
by what ingenious means, as I have 
already stated, is to be told to you by 
other speakers in this course. 

Renegotiation settlements, provided 
in war legislation highly commendable 
in spirit and purpose, were frequently 
long delayed, so that a very material 
liability element in the balance sheet 
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could not be determined at the report 
date. 

During the war, and especially after 
V-E Day, auditors realized that gov- 
ernment contracts were to be terminat- 
ed and that the amount of settlement 
reached was of great importance. Al- 
though termination settlements were 
concluded more speedily than should 
have been anticipated (due in exceed- 
ingly large measure to the contribution 
of devoted and patriotic certified public 
accountants), in many instances the 
auditor’s report had to be issued with 
the settlement amount unknown. 


Then there were almost unprecedent- 
edly difficult and complicated tax deter- 
minations. Often tax returns had not 
been examined subsequent to 1940 
because of open questions between the 
taxpayer and the Government. Section 
722 claims were filed by many corpora- 
tions and almost none have been dis- 
posed of. The salutary provisions for 
carry-back of losses and unused excess 
profits credits left the net income of 
prior periods open. 

Severe penalties were provided for 
violation of price ceilings, of priorities, 
of wage stabilization provisions and 
other wartime statutes. Obviously, the 
independent accountant does not aspire 
to be a deputy assistant to Edgar 
Hoover. Even if the independent ac- 
countant discovered evidences of viola- 
tion, the client-accountant relationship 
had to be respected. In many instances 
the accountant, as a practical matter, 
had to content himself by relying on 
the adequacy of reserves and he could 
not insist that the reserve should be so 
earmarked as to invite criminal prose- 
cution or adverse disposition of issues 
under consideration by Government 
authorities. In some situations, wis- 
dom prompted withdrawal from the 
engagement. 

Emerson pointed out the univer- 
sality of the law of compensation. Your 
wartime absence may have deprived 
you of the opportunity to wrestle with 
and solve war emergency problems 
which confronted the accountant who 
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TRENDS IN REPORTING 


Listed vs. Unlisted Companies 

For a while after adopting the short 
form of report required by the S.E.C. 
for listed corporations, there was a 
tendency to restrict such form to such 
listed corporations. Very soon, how- 
ever, there was general acceptance of 
the one form, where applicable, for both 


listed and unlisted corporations. 


Present Short Form Report 


You have the outline of tonight's 
lecture, which was distributed at the 
beginning of my talk. I have caused 
to be set forth therein the present short 
form report or ‘‘certificate” now in gen- 
eral Look at it to refresh your 
recollection of a form with which you 
were (and probably still are) thorough- 
ly familiar: 


use. 


We have examined the Consoli- 
dated Balance Sheet of 
and its subsidiaries at ............. 
and the Consolidated Income and 
Profit and Loss and Earned Surplus 
Statement for the year then ended. 
have reviewed the system of internal 
control and the accounting proce- 
dures of the companies and, without 
making a detailed audit of the trans- 
actions, have examined or tested 
accounting records of the companies 
and other supporting evidence, by 
methods and to the extent we deemed 
appropriate. Our examination was 
made in accordance with generally 
accepted auditing standards applic- 
able in the circumstances, and in- 
cluded all procedures which we 
considered necessary. 

In our opinion, the accompanying 
Consolidated Balance Sheet and the 
related Consolidated Income and 
Profit and Loss and Earned Surplus 
Statement present fairly the con- 


solidated position i> <lonem eee 
and its subsidiary companies at 
Se eee and the consolidated 
results of their operations for the 
year ended on that date, in conform- 
ity with generally accepted account- 
ing principles applied on a_ basis 
consistent with that of the preceding 
year. 


The form illustrated above must be 
modified when there are exceptions or 
qualifications. During the war, as has 
already been noted, a frequent qualifi- 
cation necessary because of the 
inability to confirm government receiv- 
ables. Under such circumstances, the 
concluding sentence of the first or 
“scope” paragraph is modified by 
changing the period after the word 
‘necessary’ to a comma and adding a 
statement of which the following is 
typical : 


Was 


. except that it was not practic- 
able to confirm the receivables from 
departments of the United States 
Government as to which receivables 
we have been satisfied by means of 
other auditing procedures.” 


Sometimes the equivalent of the fore- 
going is set forth as a separate sentence 
immediately preceding the concluding 
sentence shown above in the short form. 
An example of such a sentence is: 


“It was not practicable to confirm 
receivables from the United States 
Government, as to the substantial 
accuracy of which we satisfied our- 
selves by other means.” 


\ final illustration is the following, in 
which the period after “necessary” is 
changed to a semi-colon: 

1 ; as to certain amounts receiv- 
able from U. S. Government depart- 
ments or agencies, for which we did 
not receive direct confirmation, we 
reviewed available records to satisf\ 
ourselves that such amounts are 
fairly stated.” 


There ar any her variati < sehcl 
here are many other variations whicn 
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you will find readily available in pub- 
lished reports. 

Because of wartime limitations on 
physical inventorying, report notations 
similar to those which have been pre- 
sented in connection with confirmation 
of receivables became necessary. One 
example will suffice. Here is an “ex- 
cept” clause relating both to inventory 
and receivables: 


“..., except that it was not practic- 
able to observe physical inventory 
quantities and to confirm by corres- 
pondence accounts receivable from 
and claims against the U. S. Govern- 
ment, but we have satisfied ourselves 
as to these items by other means.” 


It is now required practice that when 
all auditing procedures are not employ- 
ed, disclosure should be made in the 
independent accountant’s report even 
if there are no exceptions or qualifica- 
tions. We have time for two illustra- 
tions which do not necessarily deal 
with wartime situations : 


“We have examined the balance 
a area re as of 
ee err re eee and the related 
statements of profit and loss and sur- 
plus for the year then ended and 
without making a detailed audit of 
the transactions, have examined or 
tested accounting records of the 
corporation and other supporting 
evidence by methods and to the ex- 
tent we deemed appropriate. 


“The inventories were taken by 
the management and were test 
checked by us as to prices, exten- 
sions and footings. Raw materials 
subject to prior war restrictions as 
to use and valued by the government 
have been priced at such values. 
Other raw materials, work in pro- 
cess and finished goods have been 
priced at cost. 

“We did not circularize the custo- 
mers since we were able to verify 
the balances by other methods which 
were considered adequate. 
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“Except as noted in the two pre- 
ceding paragraphs, our examination 
was made in accordance with gener- 
ally accepted auditing standards ap- 
plicable in the circumstances and 
included all other procedures which 
we considered necessary.” 

Since the fall of 1942, when the In- 
stitute’s Committee on Auditing Proce- 
dure issued its supplementary report 
relating to amendment of auditing pro- 
cedures, it has become the practice to 
disclose, in the accountant’s report, de- 
parture from the extended auditing 
procedures regarding inventory verifi- 
cation and receivables confirmation, 
regardless of whether such procedures 
are practical and reasonable and even 
though the independent accountant has 
satisfied himself by other means and 
methods (see Statement No. 12). 

One should never criticize the work 
of a fellow accountant without ade- 
quate knowledge of all essential facts 
and applicable circumstances. It is 
with this admonition in mind that I 
merely raise the question of why the 
report does not state the reasons why 
accepted procedures were not employed. 
It should be noted that my question 
is specifically applicable to audits of 
listed corporations, rather than to pri- 
vate or family companies. 

The second illustration is also from 
a 1945 report. I reproduce the sentence 
which concludes the otherwise ortho- 
dox ‘‘scope” paragraph. No reason is 
indicated for the apparently unneces- 
sary sentence, but I am _ willing to 
assume justification therefor, because I 
am unwilling to prejudge a fellow ac- 
countant: 

““As a part of the audit procedures, 
confirmations of accounts receivable 
balances were obtained from a repre- 
sentative number of the debtors, 
while we observed the taking of the 
inventory and made test-counts of 
certain items selected by us in order 
to satisfy ourselves that the methods 
of taking and recording the quantities 
were carried out effectively by em- 
ployees of the companies.” 
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I have already alluded to wartime un- 
certainties which resulted in financial 
statements that were by no means satis- 
factory either to the issuer or to the 
independent accountant. You will be 
interested in the following paragraph 
from an auditor’s report for the calen- 
dar year 1945: 

“Due to war conditions, various un- 
certainties exist which affect the de- 
termination of the financial position 
of the Corporation and which may 
affect the annual results of opera- 
tions. As more fully set forth in 
the notes forming part of the accom- 
panying financial statements, these 
indeterminable factors include re- 
negotiation of war contracts, provi- 
sions for depreciation and amortiza- 
tion, estimates of. Federal taxes, and 
valuations of amounts due on claims 
and contracts for war material, which 
in certain instances are subject to 
ultimate determination after nego- 
tiation with and audits by depart- 
ments or agencies of the United 
States Government. Certain reserve 
provisions for these factors have been 
made by the Corporation, as describ- 
ed in the notes to which reference is 
made, which we deem adequate inso- 
far as reasonably determinable at 
this time.” 


Fortunately, such “explanation” may 
soon become matters of historic interest 
only. If you are interested in this 
most intriguing subject, I suggest that 
you read some of the war-year reports. 
Many of them are available at the li- 
brary of the Institute, and you are 
welcome there whether a member or 
not. 


Evolution of Report Form 

The form of report or certificate 
which we have been dicussing has been 
in use since about early 1941. The 
modifications and qualifications which 
we have been considering came into 
general use a year or two after we 
entered the war. 

I have already told vou that the ref- 
erence to “auditing standards” origin- 
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ated early in 1941 with respect to 1940 
reports. About two years prior there- 
to, the short form report was in use, 
but there was no reference in it to 
“auditing standards.” 

May I remind you that earlier, and 
only in some instances for years prior 
to 1937, the report or “certificate,” in 
the scope paragraph, referred to “‘in- 
formation and explanations” from off- 
cers and employees, and did not refer 
to review of the system of internal 
control. During this period, the opin- 
ion paragraph was very often expressly 
stated as being ‘“‘based” on examination 
referred to in the scope paragraph, and 
referred to “accepted principles of 
accounting consistently maintained . . . 
during the year under review.” We 
have already noted that later reports 
relate to consistency between the cur- 
rent and the preceding period. 

Prior to, say, the early 1930's, the 
independent accountant’s “certificate” 
seemed to be a law unto. itself. Many 
“certified” to their finding. Some well- 
known firm of today attached gold seals 
and colored ribbon presumably to add 
dignity and formality to their certifica- 
tions. Hardly any, if any, expressly 
related the opinion or certification to 
accounting principles (accepted or 
otherwise), to consistency, or to audit- 
ing standards. 

The development of the form of re- 
porting is an intriguing story and con- 
stitutes a most fascinating chapter in 
the history of auditing. The story has 
been told piecemeal, but the time is ripe 
for retelling. This is especially true in 
this year of our semi-centennial celebra- 
tion. Here is an opportunity for some 
of you to perform an interesting task 
which should be welcomed by the editor 
of “The New York Certified Public 
Accountant”. 


Analysis of the “Certificate” 
or “Report” 

We have already seen how the ex- 
pression “generally accepted auditing 
standards” originated and I have ex- 
pressed my criticism of it, but whether 
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the anomalous “standards,” or the 
“procedures” which I prefer, is the term 
employed in the auditor’s report or 
“certificate,” the auditor must deter- 
mine which procedures are applicable. 
This calls for the exercise of judgment, 
and such judgment is predicated on a 
number of factors: 

(1 


The materiality of the item im 
relation to the financial state- 


ment, 
(2) The risk of error. 
(3) The relationship between the 


cost of the procedure and the 
beneficial result which may be 


expected, 


You thus realize and recall that, always 
underlying the exercise of the auditor’s 
judgment as to the selection of appro- 
priate auditing procedures, is the rela- 
tionship between the effort and the re- 
sult sought. 

Nothing need be said tonight about 
the meaning of “accepted accounting 
principles,” the phrase used in the 
opinion paragraph of the report. The 
auditor must satisfy himself that the 
principles employed are those which 
should have been employed and, even 
more important, that there is consist- 
ency in the application of such princi- 
ples—consistent within the year under 
review and in relation to the preceding 
period. This is so although the report 
in current use, as was observed, ex- 
pressly refers to consistency between 
the accounts of the year and those of 
the immediately preceding period. If 
there is a material deviation from con- 
sistency, that matter should be dis- 
closed in the report. 

I have not referred thus far tonight 
to the matter of “disclosure.” How- 
ever, a word should be said on the sub- 
ject. While vou were away, increased 
emphasis, I believe, was noticeable on a 
fundamental requirement in reporting ; 
namely, full disclosure of all material 
and relevant facts. I do not mean to 
imply that full disclosure policy came 
into existence during the past three, 
four or five vears, but rather that there 
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has been evidence of very wide observ- 
ance of the salutary requirement during 
recent years. The State Society’s Rule 
5(a) of its Rules of Professional Con- 
duct is in point. This rule is identical 
with the same numbered rule of the 
Institute. The rule reads: 

“In expressing an opinion on rep- 
resentations in financial statements 
which he has examined, a member 
shall be held guilty of an act dis- 
creditable to the profession if: 

(a) He fails to disclose a material 
fact known to him which is not 
disclosed in the financial state- 
ments but disclosure of which is 
necessary to make the financial 
statements not misleading; .. .” 


At one time, not so long ago, the 
applicable maxim was, or appeared to 
be, “if in doubt, leave it out.” Now, 
it may be said, with respect to disclosure 
of matters of materiality, that the gov- 
erning motivation is quite the reverse. 
And, it should be said, that the attitude 
of enlightened management is in accord. 


NEW AUDITING TECHNIQUES 


An unknown Roman first told us that 
“Necessity is the mother of invention.” 
Wartime pressure was the necessity 
which inspired auditing ingenuity. I 
suppose that Mr. Peloubet had some- 
thing like ingenuity in mind when he 
wrote his chapter on “New Auditing 
Techniques.” 

Manpower staff difficulties made it 
necessary to spread work on engage- 
ments throughout the year. In fact, 
every month became a peak month. Idle 
time, both for partner and for staff 
member, became unknown. Programs 
were arranged so as to spread the work 
throughout the year. While this was 
a wartime measure, distinct benefits are 
discernible, and it is quite probable 
that such spreading may become a per- 
manent post-war feature. 

For one thing, the auditor becomes 
more intimately acquainted with the 
client's operations, and with prospective 
easing of his professional burdens, the 
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The 
auditor may find time again for the pre- 
war type of detailed reports designed to 
aid management. Again, accounting 
problems can be disposed of most satis- 
tactorily as they arise instead of by way 
of post-mortem criticism of decisions 
made during the year without prior con- 
ference with the auditor. Then, audit- 
ing tests and checks can be intensified ; 
the end-of-the-year work can be com- 
pleted so as to expedite the rendering 
of the report and thus avoid the fre- 
quent postponement of stockholders’ 
meetings, which became a war com- 
monplace. The tendency to create 
natural fiscal vears different from the 
calendar vear, a need which was realized 
most ‘acutely during the war years, 
should result in permanent advantage. 

Interim examinations, as already in- 
dicated, make possible the rendering of 
reports particularly useful to manage- 
ment. Impetus has | given to the 
appointment of auditors toward the be- 
ginnit g of the vear, a desideration 
S.E.C. as a result of 
Such 


een 


recognized by the 
its study of the J/cAesson case. 
appointment makes possible the spread- 
ing of the work and preparation of in- 
terim reports which should become 
increasingly customary as their useful- 
ness is demonstrated. But this, as you 
realize, is not something new which 
developed while vou were in service, but 
rather a rebirth of a professional service 
which was quite customary before short 
form certificates became the vogue. And 
let me remind you that the short form 
“certificate” was never adopted in scme 
lines of industry located in the metro- 
politan district. 

During the war vears it became quite 
usual to have the client's personnel, in- 
cluding internal auditing staffs, prepare 
schedules, analyses, aging of receiv- 
ables, and other similar exhibits. Much 
time was saved by the auditor, who 
could concentrate on the checking of 
documents which the client was fully 
capable of preparing. It is not imprpb- 
able that this type of client cooperation 
will be continued during the post-war 
era. 
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Many accounting firms have en- 
deavored to afford their staffs oppor- 
tunity for training and professional de- 
velopment. This meant opportunity to 
participate in the auditing of various 
types of businesses, to prepare tax re- 
turns and to assist in preparation of re- 
ports required by various governmental 
agencies and departments. During re- 
cent vears a number of fields, such as 
taxation, social security, wage stabiliza- 
tion, S.E.C. procedure, costing, have 
become so specialized, complicated and 
extensive, that some degree of speciali- 


zation has been found unavoidable. 
Even in the smaller office it has been 


found expedient to subdivide responsi- 
bility so that one or more individuals 
should become expert in one or more of 
these fields. It 4s possible that this tvpe 
f specialization will not and cannot be 
discontinued. 


During the war years, partners and 
members of the staff frequently under- 
took audit and special examination en- 
gagements for industries which were 
strange to them, without adequate prep- 
aration therefor. Naturally, the practi- 
tioner was not happy about this situa- 
tion, but it could not be avoided. 
Considerable thought has been given by 
the profession to the best means of pre- 
paring staff members for specialized 
gnments. Those who are unfamiliar 
with standard costs or budgeting, re- 
negotiations, special phases of taxation, 
technical phases of a prospective assign- 
ment, may be given some opportunity 
for preliminary training either in the 
office or at school. This is especially 
true when —— can again be 
scheduled relatively long in advance. 





I have already alluded to alternative 
auditing procedures. In some instances, 
especially in the determination of costs 
under government contracts, consider- 
able ingenuity was displayed by practi- 
tioners where cut-offs were impossible. 
I do not believe that the post-war period 
will inherit much of usefulness in this 
regard. 
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CONCLUSION 

I have been happy to meet with you 
and I am thankful for the opportunity 
to do so. I am well aware of the fact 
that you needed little, if any, instruc- 
tion in the topics assigned to me. If I 
have made any contribution at all, it is 
in getting you to realize that, as a com- 
petent accountant at the time of your 
induction, you are no less competent 
today. Competency, of course, is a 
relative term. It connotes capacity to 
perform required tasks. Those tasks in 
the field of auditing you were fully 
competent to undertake, and you are 
at least equally competent now that you 
are once more in mufti. Your war ex- 
periences, whether in active combat, in 


finance, or in administration, will pay — 


rich dividends in your professional 
career and throughout life in ways that 
few of us can anticipate or would ven- 
ture to predict. Those of you who ren- 
dered service in the field of direct or 
indirect accounting must feel that your 
war years were years of professional 
growth and opportunity. I am confi- 
dent that wherever you served, your 
contribution was felt and that you 
benefited in many directions that time 
alone will unfold. 

The progress that has been made 
since you went into uniform has been 
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along expected evolutionary lines. New 
accounting problems did, of course, 
arise during the war. Fortunately, the 
auditing difficulties engendered by war- 
time uncertainties are rapidly disap- 
pearing. Renegotiations, settlements 
of costs and profit under government 
contracts, and terminations of war con- 
tracts will soon be spoken of in the past 
tense. You should not be greatly wor- 
ried about excess-profits tax difficulties 
and complexities, because in most in- 
stances you will not be called upon to 
grapple with them; the basis of Section 
722 relief has probably been determined 
by those who were not inducted ; carry- 
backs likewise need not trouble you 
much. Finally, the headaches that were 
suffered by those who prepared war- 
time reports will not be yours, because 
soon again “clean” certificates or re- 
ports will become possible. 

The future for the C.P.A. in the 
United States has never been brighter 
during all of the four decades or so of 
my contact with the profession. You 
who were good accountants before your 
induction are better tonight than you 
ever were, and you may confidently 
look forward to a full measure of suc- 
cess in a profession which, during your 
own life, has attained maturity and 
well-earned recognition. 
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The Audit of Receivables 


By Epwarp F. McCormack, C.P.A. 


ee ACCOUNTING”, the 
refresher course published by 
the American Institute for the use of 
accountants returning from national 
service, contains a splended chapter 
covering the subject of this evening’s 
discussion. It was contributed by Mr. 
Maurice H. Stans, a prominent mem- 
ber of the profession. I will direct my 
thoughts this evening to an exposition 
of the matters included in the chapfer 
mentioned and shall base my remarks 
on my own experiences but, when oc- 
casion arises, will refer to the text by 
Mr. Stans. 

There are numerous assets commonly 
referred to as receivables, but the types 
which are generally of greatest im- 
portance from the viewpoint of the 
practicing accountant are notes and ac- 
counts receivable resulting from the 
sale of goods or the rendering of 
services. 

The principal purposes of an audit 
by an independent accountant are to 
enable him to express an opinion as to 
the fairness of statements purporting 
to show the financial position of a com- 
pany as of a date, and the financial 
operations of that company for a stated 
period. The audit of accounts receiv- 
able and of transactions — relating 
thereto, is an important factor in the 
total audit because it contributes to a 
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determination of the fairness of both 
the balance sheet and operating state- 
ment. It enables the auditor to judge 
the value of the accounts receivable 
which ordinarily form an important 
part of current assets, and it enables 
him to satisfy himself that the proceeds 
of the sales of the client company’s 
goods or services have not been 
diverted and that they have been either 
received by the company or remain a 
valid obligation of a solvent debtor. 

Broadly speaking, the steps in reach 
ing assurance on these matters are four 
in number: 


Ist—Determination that all goods 
or services shipped or delivered 
have been charged to cus- 
tomers. 


Determination that all credits 
to customers represent either 


2nd 


a—cash received and deposited 
in the company’s bank ac- 
count; 
b—goods returned and _ ac- 
cepted under authority of 
proper representative ol 
the company ; 
allowance 
proper au- 


c—other credit or 
authorized by 
thority ; or 
1—discounts allowable under 
terms of sale. 


3rd—Determination that all amounts 
purporting to have been un- 
paid by customer at the balance 
sheet date did, in fact, repre- 
sent valid obligations of the 
debtors at that date. The onl 
completely satisfactory method 
of determination is an acknowl- 
edgment from the customer 
directly to the auditor. 


4th —Determination of the value to 
the company of the outstand- 
ing debtor balances. 
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The Audit of Receivables 


It is my intention to devote most of 
this paper to considering the processes 
necessary to determine that purportedly 
unpaid balances do, in fact, represent 
valid unpaid accounts. 

Prior to 1939, the extent of verifica- 
tion of the existence and authenticity 
of trade receivables was generally de- 
termined by the examining accountant, 
and consisted, for the most part, of an 
examination of the client’s records. 
Direct communication with debtors was 
limited almost entirely to the audits of 
stock brokerage firms. 

In 1939, the accounting profession 
adopted as standard practice the con- 
firmation of notes and accounts receiv- 
able by direct communication with 
debtors wherever practicable and rea- 
sonable, and where the aggregate 
amount of such receivables represented 
a significant proportion of the assets. 
The determination as to whether or not 
the procedure was practicable and rea- 
sonable was left entirely to the judg- 
ment of the accountant, who was not 
required to comment in his report on 
failure to confirm receivables if, in his 
opinion, such procedure was not prac- 
ticable and reasonable, provided that 
he was able to satisfy himself by other 
methods regarding such receivables. 

After further study and considera- 
tion of the subject, the Committee on 
Auditing Procedure of the American 
Institute of Accountants, in May, 1942, 
recommended that where the aggregate 
amount of notes and accounts receiv- 
able represents a significant item in 
the balance sheet, disclosure be made 
in the accountant’s report or opinion of 
failure to confirm such receivables, re- 
gardless of whether or not such proce- 
dure was .practicable and reasonable, 
and even though the independent ac- 
countant may have satisfied himself by 
ther methods. This recommendation 
1as been adotped as standard practice 
by the profession. Furthermore, the 
Securities and Exchange Commission 
has ruled, with respect to financial state- 
ments required to be filed with it, that 
if receivables represent’ a significant 
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item in such statements, circularization 
thereof constitutes a generally recog- 
nized normal auditing procedure, and 
the omission of such procedure, to- 
gether with the reason therefor, must 
be set forth in the accountant’s certifi- 
cate. 

Although one might think that such 
a step in the advancement of auditing 
technique as requesting direct confirma- 
tion of customers’ balances might have 
met considerable opposition on the part 
of clients, it was surprisingly well re- 
ceived, and today its usefulness is gen- 
erally recognized. Clients readily 
understand the position of independent 
accountants when informed of the regu- 
lations of the Securities and Exchange 
Commission and the pronouncements 
of the American Institute of Account- 
ants relating to the subject. 


During and since the recent world 
war, a large percentage of the receiv- 
ables of many commercial organizations 
represented amounts recorded as due 
from departments or agencies of the 
United States Government. The ex- 
perience of independent accountants, 
particularly during the war, has been 
that such departments or agencies, for 
various reasons, rarely comply with 
the request for confirmation of unpaid 
balances. Recognizing this condition, 
the Committee on Auditing Procedure 
of the American Institute has recom- 
mended that, in cases in which receiv- 
ables from government agencies or de- 
partments represent a significant pro- 
portion of the current or total assets 
of a concern, and satisfactory confirma- 
tion of such indebtedness has not been 
obtained, disclosure of such situation 
should be made in the report of the 
independent accountant. Of course, 
the accountant is expected to satisfy 
himself as to the validity of the assets 
by test checks of shipping records, 
contracts, correspondence or other doc- 
umentary evidence, or by definite evi- 
dence of the subsequent payment of the 
indebtedness. The accepted method of 
disclosure of failure or inability to ob- 
tain direct confirmation of receivables 
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of this nature is to modify that portion 
of the accountant’s certificate with re- 
spect to conformity with generally ac- 
cepted auditing standards by prefacing 
it with the statement “except that it 
was not practicable to confirm receiv- 
ables from United States Government 
departments (and agencies, if applica- 
ble), as to which we have satisfied 
ourselves by means of other auditing 
procedures”. 

So much for the history of events 
leading up to the present accepted prac- 
tice. Let us now consider the methods 
and extent of verification and valuation 
of receivables. 

In spite of the fact that, in accordance 
with present standard practice, it is 
recognized that the verification of re- 
ceivables requires direct communica- 
tion with customers, it is, nevertheless, 
incumbent on the public accountant to 
determine that the assets termed trade 
notes and accounts receivable, are such 
in fact. Sufficient tests of supporting 
records, such as shipping memoranda, 
‘should be made for the purpose of 
determining that the charges to receiv- 
ables have been reflected in credits to 
sales or service income accounts. 

Before a decision is reached as to the 
extent to which it is necessary to con- 
firm receivables by correspondence, the 
accountant should familiarize himself 
with the system of internal check and 
control. He should prepare, at an early 
stage of the general audit, a resume of 
the system in use, as outlined by the 
client, consider the system critically as 
to its sufficiency, and then determine, 
by means of test checks, whether or not 
the system is functioning properly. 
This phase of the audit is of utmost 
importance, as it is the means by which 
the independent accountant determines 
the method and extent of his circulari- 
zation. The experienced accountant 
will readily recognize inherent weak- 
nesses in a stated system of internal 
control, but it requires a study of de- 
tailed transactions in order to determine 
whether or not the procedure, as out- 
lined by the management, has been ad- 
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hered to. In a small organization 
where manifold duties must, of neces- 
sity, be placed in the hands of a few 
employees, the system of internal con- 
trol may not be satisfactory, and the 
accountant is required to make more 
extensive tests than would ordinarily 
be made to compensate for the weak- 
nesses of internal control. On the other 
hand, in a large corporation, the system 
may be so elaborate as to make difficult 
a determination of its adequacy or to 
disclose weaknesses which might result 
from too great a division of responsi- 
bility. In such a case, too, more exten- 
sive audit tests are required because 
of the inability to establish the suffi- 
ciency of internal control. 

In either of these cases the insuffi- 
ciency of internal control might be 
demonstrated by correspondence with 
a limited number of customers request- 
ing confirmation of the balances due 
from them. 

In the event that weakness was 
shown as a result of the correspond- 
ence, it would, of course, be necessary 
to base further audit procedure on the 
presumption of a complete lack of inter- 
nal control. 

Without attempting to enter into a 
discussion of the general subject of 
internal control, let me point out a few 
of the conditions which will exist when 
the control is adequate. Duties and re- 
sponsibilities will be apportioned be- 
tween employees so as to avoid the 
probability of fraud, and such allocation 
of duties will be supplemented by rota- 
tion in duties to the extent practicable. 
The latter step tends to discover and to 
preclude the continuation of bad condi- 
tions. I would like to quote from the 
American Institute’s statement on au- 
diting procedure: 

“These segregations of duties among 

dissociated employees create an in- 

ternal control which prevents any 
particular employees from controlling 

a sufficient number of the operations 

to conceal material irregularities.” 


As an example of internal control, 


ordinarily the separation of duties 
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The Audit of Receivables 


among departments should provide that 
the following operations are conducted 
and recorded by different departments: 


a—Delivery of goods 

b—Maintenance of customers’ 
accounts 

c—Keceipt of cash 

d—Credits for returns and allow- 
ances 


e—Collection of delinquent accounts 


It is obvious that in small organiza- 
tions this segregation of duties cannot 
he attained, and its lack must be recog- 
nized by the auditor and compensated 
for by more extensive audit procedures. 

\ check list suggested for use in de- 
termining the effectiveness of internal 
procedure and control applicable to ac- 
counts receivable 1s quoted by Mr. Stans 
from the Accountants Handbook.! 

Having determined the degree of re- 
liance which can be placed upon the 
system of internal check and control, 
the independent accountant is in a posi- 
tion to decide upon the type and extent 
if confirmation of receivables, as well 
as the date as of which circularization 
to be made. 

There are two types of confirmation 
generally in use by public accountants, 
known as positive and negative con- 
frmations. The accountant may decide 
to use one or the other, or both, in the 
same engagement. The positive form 
requests tl 
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he debtor to acknowledge 
specifically the correctness of the bal- 
ance shown, or to notify the independ- 
ent accountant of any disagreement as 
to such amount, but, in either case, a 
reply is requested. The negative form 
requests the debtor to notify the inde- 
pendent accountant only in the event of 
disagreement with the amount stated. 
each type possesses certain advan- 
tages and disadvantages, and, as al- 
ready stated, in certain engagements 
the use of both types may be desirable 
as to accounts of different character. 
The positive form is considered more 


1 Accoun 


1943), p. 450. 


1946 


suitable in cases in which the receiv- 
ables consist of a comparatively small 
number of accounts individually large 
in amount, or where there is evidence of 
inaccurate records or suspicion of ir- 
regularities, due to lack of proper inter- 
nal control or to dishonesty. While 
the use of this form of confirmation 
provides a more certain verification 
and is more likely to disclose differ- 
ences or disputed items than the use of 
the negative form, it is more expensive 
to the client, as the accountant may be 
called upon to spend considerable time 
in reconciling differences and preparing 
second and, perhaps, third confirmation 
requests. 

The use of the negative form of con- 
firmation is generally acceptable in the 
audit of receivables of organizations 
whose customers are ultimate consum- 
ers, such as department stores and pub- 
lic utilities, where there is a large num- 
ber of comparatively small balances. 
However, its use is not to be recom- 
mended in cases in which the independ- 
ent accountant has reason to believe 
that inaccuracies or irregularities may 
exist, or when it is thought that the 
request would fail to receive constdera- 
tion. Nor is it recommended for use 
in cases in which the bulk of receivables 
is represented by amounts due from a 
small number of debtors. 

The extent of circularization, and the 
type to be used should be, and gener- 
ally is, left to the judgment of the public 
accountant, based upon his review of 
the system of internal control. If he 
has satisfied himself.that the system is 
adequate and functioning properly, con- 
firmation of receivables may be limited 
to a small percentage of the accounts. 
Determination as to type of con- 
firmation to be used depends upon the 
nature of the business and the condition 
of the records. If, as is frequently the 
case with public utilities, the receivables 
comprise numerous small balances, to- 
gether with some of larger size, it 
might be advisable to use the negative 


tants’ Handbook, 3rd Ed., edited by W. A. Paton (New York: Ronald Press Co., 
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form with respect to the former and 
the positive form with respect to the 
latter. 

reasons for requesting 
direct 
communication with previ- 
ously referred to, is verification of the 
existence and the value of an asset in- 


One of the 
Ae ee f receivables by 
conhirmation of receivables Dy 


debtors, 


cluded on a balance sheet as of a certain 
date. It is, therefore, necessary that 
the confirmation be requested as of the 
balance sheet date or as of a date rea- 
sonably close thereto, which would gen- 
erally be limited to a period of not more 
than three or four months. Where the 
system of internal control may be relied 
upon, it is quite customary to undertake 
a large portion, or possibly all, of the 
circularization at a date, or dates, earlier 
than the balance sheet date, thus reliev- 
ing the independent accountant of some 
of the year-end pressure. In fact, the 
client's accounting system with respect 
to receivables may be such as to require 
that direct request for confirmation be 
made at other than the balance sheet 
For instance, in the case of de- 
partment using the so-called 
“cyvele billing’ system, in which cus- 
tomers’ accounts are segregated into 
groups for the purpose of staggering 
the preparation of statements through- 
out the month, the dates of confirmation 
requests should coincide with the dates 
shown on the customers’ statements, 
unless there is reason to believe that 
the system has not been properly main- 
tained and is, therefore, unreliable. It 
must be horne in mind, however, that if 
the circularization is undertaken as of 
a date different from that of the balance 
sheet, it is the responsibility of the in- 
dependent accountant to satisfy himself 
the propriety of intervening 
transactions. In addition, investigation 
should be made of any substantial in- 
creases or decreases in individual ac- 
counts between the two dates and, in 
such instances, it might be advisable to 
request confirmation of the amount as 
of the balance sheet date in addition to 

Morton I, 


Vew ) Certifi 


date. 


stores 


as to 


the confirmation previously requested. 


Mr. Stans, in discussing confirma- 
tion of receivables, states that in the 
event that they are to be confirmed as 


of a date other than the statement date, 
the auditor must pay particular atten- 
tion to the disclosure and segregation of 
the following data as of the statement 
date, and particularly whenever the 
system of internal control is not prop- 
erly planned or effectively executed: 
“1—Accounts of stockholders, direc- 
tors, officers, employ ees, subsidi- 
ary or affiliated companies, and 
companies controlled by officers 
through shares ownership. 
credit 


“2—Accounts having large 


balances. 


“3—Accounts paying current bills 
and not older items. 
“4—Consigned merchandise labeled 


in ledger account. 
*5—Inspection for year-end larger- 
than-usual shipments which in- 


vite a check with shipping re- 
ceipts. 
“6—Accounts maturing over one 


year. 
“7—Notations of any accounts as- 
signed. : 
“8—Bankrupt accounts and accounts 
placed with attorneys for collec- 
tion.” 


Mr. Stans believes that the auditor 
may, in the ordinary case, rely upon 
confirmation and aging as of an earlier 
date reasonably close to the statement 
date when coupled with reasonable and 
necessary tests as of the latter date. 
Since this will likely involve additional 
time and effort, the decision as to the 
wisdom of this procedure must neces- 
sarily be made by the auditor. 

Before selecting the individual re- 
ceivables for which confirmation 1s to 
be requested by debtors, the account- 
ant must determine that the aggregate 
of individual and notes re- 
ceivable are in agreement with the con- 


accounts 


Davis, “Time Saving Procedures as Applied to Accounts Receivable”, The 
ed Public Accountant, February, 1945, p. 85. 


fugust 





sted. 
rma- 
| the 
das 
date, 
tten- 
yn of 
nent 

the 
rop- 
ited: 
irec- 
sidi- 
and 
icers 


redit 
bills 
eled 


ger- 
1 in- 
re- 


unts 
llec- 


itor 
pon 
rlier 
nent 
and 
late. 
onal 

the 
ces- 


re- 
s to 
unt- 
rate 

re- 
‘on- 


The 


ust 





The Audit of Receivables 


trolling accounts in the general ledger. 
In some cases, such as clients using 
“cycle billing”, a complete detailed trial 
balance may not be available as of a 
single date, and the independent ac- 
countant may find it necessary to satisfy 
himself as to the correctness of the ac- 
counts by means of test checks. 

The request for confirmation may be 
in the form of a rubber stamp placed 
on, or a_ sticker attached to, the state- 
ment to be mailed to the customer; or 
it may be set forth in a separate letter 
addressed to the customer, preferably 
on the letterhead of the independent ac- 
countant. Occasionally a client will in- 
sist that his letterhead be used for 
confirmation requests, feeling that his 
customers might misinterpret the pur- 
pose of such a communication if sent 
on the letterhead of an independent 
accountant. In any event, stamped re- 
turn envelopes addressed to the auditor 
should be attached to all confirmation 
requests, and the requests should be 
mailed by the auditor in envelopes in- 
dicating the return address of the 
auditor. If, for any reason, the en- 
velopes in which the confirmation re- 
quests are mailed do not bear the return 
address of the auditor, it is necessary 
that arrangements be made whereby he 
may have access to all incoming mail 
for a reasonable period for the purpose 
of investigating any requests returned 
by the postal authorities. 

In connection with the circularization 
of customers, the auditor should review 
any substantial receivables which have 
been written off or placed in the hands 
of attorneys or collection agencies. It 
would certainly do no harm to address 
requests for confirmation to such 
debtors. This procedure would be an 
incident to the protective phase of an 
audit ; it would not relate to the verifica- 
tion of the value of accounts receivable 
shown on the balance sheet. I know, 
however, of one case in my own experi- 
ence when a substantial defalcation was 
unearthed by investigation of the status 

balances which had actually been 


written off. 
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With respect to notes receivable, the 
auditor should follow the procedure 
outlined in the bulletin “Examination 
of Financial Statements by Independ- 
ent Public Accountants”, published by 
the American Institute of Accountants. 
Where the system of internal control 
is satisfactory, it is generally not con- 
sidered necessary to request confirma- 
tion by the maker of the note. How- 
ever, such confirmation does constitute 
the best verification that the notes are 
bona fide receivables, and the independ- 
ent accountant should not hesitate to in- 
clude this step in his program if he 
deems it necessary. 

As of the balance sheet date, an aged 
trial balance of accounts and notes re- 
ceivable should be prepared by the 
client and test checked by the auditor to 
the detailed accounts. This listing 
should be reviewed with the credit 
manager, for the purpose of assisting in 
the determination of the valuation 
thereof, and also for the possible dis- 
closure of the inclusion therein of other 
than trade accounts, such as amounts 
due from officers or employees, ad- 
vances to affiliated companies, consign- 
ment accounts, etc. 

Up to this point our attention has 
been directed chiefly to a single phase 
of the audit of accounts receivable, the 
confirmation of balances at the close of 
a period. In so far as the balance sheet 
is concerned, if the replies to requests 
for confirmations are satisfactory and 
are sufficient in number, this one step is 
enough to establish the correctness of 
the amount shown as an asset. Only 
the work necessary to determine that 
the total amount is correctly classified 
as trade accounts or notes, and investi- 
gation as to collectibility remains. 

But, after all, the audit of receiv- 
ables has a second purpose, that is, to 
ascertain with reasonable certainty that 
none of the proceeds of sales have been 
diverted. It is entirely possible that 
customers’ accounts could be stated 
correctly on the books at the end of a 
period in spite of serious irregularities 
during the period. That could be true 


433 








The New York Certified Public Accountant 


where irregularities consist of the sale 
of goods and collection of their proceeds 
without recording either in the account- 
ing records, or where payments on re- 
corded sales are diverted and_ the 
debtors’ accounts are closed by passing 
false credits for returns or allowances. 
In a smaller way the funds might be 
diverted by entry of false or padded 
discounts against receipts in the cash 
book. 

The audit steps to be taken to guard 
against or discover such irregularities 
could ‘only be decided upon after con- 
sideration of the internal control. In 
small concerns, where the desired sepa- 
ration of duties among employees is not 
practicable and where little formal con- 
trol over the issue or shipment of goods 
is exercised, the opportunities for such 
irregularities are often present. More- 
over, in many such cases it is difficult 
to compensate by more extended audit 
procedures for the basic lack of syste- 
matic control. 

The main difficulty arises in deter- 
mining that all goods disposed of have 
been entered as sales. Where proper 
records of deliveries are maintained, 
and where proper safeguards exist 
against the shipment of goods without 
recording, the problem is merely to 
check shipping records to billing rec- 
However, when shipping records 
are either absent or are incomplete, the 
billing records themselves may be the 
starting point of the audit. To assume, 
in such case, that the billing records are 
complete may not be entirely safe. 


ords. 
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A test check of all credits to accounts 
receivable other than credits for cash 
received, is not a difficult matter when 
approved credit memoranda are on file. 
When these are not available the re- 
sponsibility rests on the auditor to find 
other means to satisfy himself as to the 
validity of credits, or to state frankly 
in his report that this was impossible. 
He may be able to trace returns to 
receiving records, and should confer 
with some one in authority as to the 
propriety of credits either for returned 
goods or for other allowances. 

Minor defalcations have occurred 
through the false entry of cash dis- 
counts or through the overstatement of 
these items. Critical study of the en- 
tries covering cash discounts for a pe- 
riod should be made with relation to 
the company’s terms of settlement. 

A comparison of verified daily bank 
deposit slips with entries in the cash 
book should provide proof that the dis- 
counts entered in the cash book are 
those deducted by the customer. Of 
course, it will not prove that the cus- 
tomer was entitled to the discount 
which he took. 

In closing let me again stress the 
essential character of the audit proce- 
dures relating to receivables. They 
constitute the principal part of the work 
of the auditor in determining that in- 
come has been properly accounted for 
and serve to verify and evaluate one of 
the most important divisions of work- 
ing capital. 
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The Audit of Current Liabilities 


By JosernH Etsner, C.P.A. 


Definition of Current Liabilities 

T HE topic of discussion this evening 

is “Audit of Current Liabilities”. 
Within its scope are embraced all the 
debts and obligations of a company ma- 
turing within one year from the balance 
sheet date. 

Frequently, long-term obligations 
may be transformed into current lia- 
bilities by reason of approaching ma- 
turity or special contractual provisions. 
Thus, installments of funded debt fall- 
ing due within one year and amounts 
which a company is required to pay 
into a sinking fund within one year for 
the retirement of bonds, debentures or 
preferred stock should usually be in- 
cluded in current liabilities. 

In a recent engagement, we noted 
an “acceleration clause” in the inden- 
ture covering a long-term bond issue, 
which provided that the bonds shall 
immediately become due and payable 
if the corporation failed to maintain a 
stipulated current asset ratio. Investi- 
gation further disclosed that the cor- 
poration’s current asset ratio had de- 
clined below the minimum required by 
the indenture and it was therefore nec- 
essary to classify the long-term bonds 
as current liabilities. 





JoserH E1sner, C.P.A., a partner 
in the accounting firm of Eisner & 
Lubin, C.P.A.’s, has been a member 
of the Society since 1925. He was 
recently elected a Director of the 
Society. Mr. Eisner is also a mem- 
| ber of the New York Bar and the 
American Institute of Accountants. 

This paper was presented by him 
in a lecture which he delivered on 
June 3, 1946, as part of the Review 
and Reorientation Course sponsored 
by the Society for its veteran mem- 
bers and associates. 
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Basic Considerations Affecting the 
Scope of the Audit 


Conformance to Generally 
Accepted Accounting Principles 

Although the technique of auditing 
has not changed materially since you 
entered the service of our country, pro- 
fessional standards and practices are 
constantly changing under the stimulus 
of such public and quasi-public agencies 
as the Securities and Exchange Com- 
mission, the New York Stock Exchange 
and the courts, including extensions 
and modifications of auditing proce- 
dures initiated by our national and 
state accounting organizations. Mem- 
bers of the accounting profession must 
keep abreast of these changes and be 
fully cognizant of the present generally 
accepted auditing standards. 

The accountant, in the opinion em- 
bodied in his audit report, represents 
that the financial statements submitted 
were prepared “in conformity with gen- 
erally accepted accounting principles 
applied on a basis consistent with that 
of the preceding year”. Any omission 
on his part, to perform some operation 
generally accepted by accountants as 
necessary, resulting in loss to some one 
relying on his statement, may subject 
the accountant to a suit for damages. 
From the opinion expressed by the ac- 
countant, the public has a right to ex- 
pect that all procedures, which a compe- 
tent accountant would deem necessary, 
have been followed. 


You are undoubtedly familiar with 
the responsibility of the accountant to 
purchasers of capital stock, based upon 
his opinion as to the financial state- 
ments submitted in conjunction with an 
issue registered with the Securities and 
Exchange Commission. The S. E. C. 
makes a careful examination of pro- 
spectuses submitted for new issues, as 
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well as the annual financial statements 
submitted by registered companies and 
I believe, it is responsible to a large 
degree for the requirement that ac- 
counting statements be prepared “in 
conformity with generally accepted ac- 
counting principles applied on a basis 
consistent with that of the preceding 
vear”’. 

There are no two standards in ac- 
counting and although the S. E. C. is 
only concerned with registered or listed 
corporations, the same standards are 
applicable to all examinations, both 
large and small, for companies publicly 
or privately owned. 

The Auditor's Opinion 

In expressing an opinion as to the 
reliability of the financial statements 
submitted, the accountant necessarily 
assumes responsibility for the exercise 
of sound judgment. The soundness of 
his judgment is generally tested by 
what a competent accountant would 
have done under similar circumstances, 
and if found wanting, he may be sub- 
ject to liability. The accountant must 
bear the responsibility that goes with 
the increased respect that the public 
is developing for his opinion. 

In an audit of current liabilities, the 
element of opinion has less scope than 
in the audit of current assets. In veri- 
fying the assets, the accountant is pri- 
marily concerned with the fairness of 
the valuations placed upon the assets. 
For example, he must satisfy himself 
as to the reasonableness of the inven- 
tory values and the adequacy of the bad 
debt and depreciation reserves, which 
affect the values ascribed to accounts 
receivable and depreciable assets. 

Because most liabilities are fixed and 
determinable in amount, the chief diffi- 
culty is not valuation but ascertainment 
that all existing liabilities have been 
included. This is one of the most diffi- 
cult phases of auditing, particularly if 
there is an attempt on the client’s part 
to conceal liabilities. It is in this direc- 
tion that the alertness, ingenuity and 
vigilance of the accountant play such 
an important role. 


f y 
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Internal Control 

In determining the extent of the audit 
work to be performed, the auditor is, to 
a large degree, guided by the etfective- 
ness of the client’s system ot internal 
control. It is the auditor’s duty to re- 
view the system of internal check and 
control of his client; in fact, the short 
form of report contains a specific repre- 
sentation that the auditor “ex- 
amined the system of internal control 
and the accounting procedures of the 
company ...”. Manifestly, less test- 
checking and sampling are required in 
the case of a company with an adequate 
system of internal control, including 
an efficient internal auditing statf, than 
in the case of a company with a weak 
and ineffective system of internal con- 
trol. In the latter instance, probably, 
all accounts would have to be confirmed 
whereas, in the former, the degree of 
confirmation and test-checking required 
would be comparatively less. 

To what extent can one rely on the 
client’s system of control? How much 
test-checking is required? There is no 
rule-of-thumb answer to these ques- 
tions. They are matters which call for 
the exercise of sound judgment on the 
part of the auditor. 

Before commencing an audit, an 
auditor should first make a thorough 
investigation to determine the effective- 
ness of the client’s system of internal 
control. Does the same person who 
orders merchandise have the authority 
to issue checks in payment therefor? 
[If this situation exists, the auditor 
must enlarge his program of tests and 
checks to rule out the possible entry 
of fictitious purchase invoices and 
other irregularities. What is the de- 
gree of internal audit and check of 
purchase bills? Are purchase orders 
written by some one other than the 
accounts payable clerk? Are such pur- 
chase orders and receiving tickets at- 
tached to the purchase invoices when 
submitted for payment? Do different 
persons double check each other inde- 
pendently ? 

Within the limited time at my 
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posal, it 1s, of course, impossible to 
exhaust all the ramifications of the 
subject of internal control. I desire to 
emphasize that the scope of the audit 
is conditioned, to a very considerable 
extent, by the effectiveness of the 
client’s system of internal control. Con- 
sequently, it is the auditor’s duty and 
responsibility to determine, by appro- 
priate investigation of the business and 
accounting procedures and _ practices 
followed in the client’s office, what re- 
liance he can place on the validity, ac- 
curacy and completeness of the records 
and accounts reflecting the client’s busi- 
ness transactions for the period under 
review. If not satisfied with the client’s 
system of internal control, it is the 
auditor’s duty to make more exhaustive 
tests; 1f major irregularities are dis- 
closed, more detailed tests are in order 
and any matter that arouses suspicion 
will bear the closest kind of scrutiny. 


Audit Procedures 


Turning now to the audit procedures 
to be followed in the verification of cur- 
rent liabilities, let us assume you are 
engaged to make a balance sheet audit. 
Nearly all of the larger engagements 
today are balance sheet audits. The 
distinction between this type of audit 
and the detailed or continuous one is, 
I am sure, evident. In the continuous 
audit, much more detail work, such as 
vouching, footing, etc., is done during 
the year. In the balance sheet audit, 
while the examination of internal con- 
trol and some -vouching or reviewing 
may be done during the year, the veri- 
fication and accounts analysis is done 
immediately subsequent to the balance 
sheet date. 


Data to be Furnished by Client’s Staff 


For confirmation purposes, the 
client's staff should be requested to pre- 
pare and furnish to the auditor the data 
listed below, immediately preceding or 
around the balance sheet date. If the 
client’s staff cannot prepare this infor- 
mation, the accountant must do so 
himself. 
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1. A list of all the noteholders, in- 
dicating the number, the date, the 
payee, the address, the amount, 
due date, rate of interest, interest 
accrued, collateral and endorsers, 
if any. 

2. A list of all the accounts payable 
creditors (and their addresses) 
with whom the client has done 
business during the past six 
months, even though there are 
no balances payable as of the 
balance sheet date. 

3. A list of all other creditors, in- 
dicating name and the address and 
the type of liability. 

4. Trial, balances of the general and 
subsidiary ledgers should be sub- 
mitted, after all purchases applic- 
able to the period have been 
entered, all accruals journalized, 
and financial statements as at the 
balance sheet date, if any, made 
available. 

All monthly creditors’ statements 

received after the balance sheet 

date should be retained for the 
auditors: 


un 


Notation Sheet as to Liabilities 

I commend to you the practice of 
setting up a special sheet captioned 
“Notes On Liabilities”. In working on 
different phases of the audit program, 
questions may occur to you whether 
certain liabilities are recorded on the 
books. Jot down these items on the 
special notation sheet rather than trust 
to memory. Usually these items will 
be satisfactorily accounted for and 
“cleared” during the progress of the 
audit. However, “uncleared’’ items 
may frequently result in the discovery 
of unrecorded and undisclosed liabilities, 


Confirmation of Liabilities 

To what extent should the current 
liabilities be confirmed by direct com- 
munication with the creditors? In gen- 
eral, all notes payable should be con- 
firmed by correspondence with the 
holders thereof. Confirmations should 
be obtained from all the banks with 
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whom the client has transacted business 
during the year, even though the ac- 
count appears to be closed at the bal- 
ance sheet date. Notes payable to banks 
are usually confirmed at the same time 
that the cash balance is confirmed. It 
is preferable to use the standard form 
of bank confirmation recommended by 
the American Institute of Accountants 
which, among other things, requests the 
bank to advise the auditor as to details 
of bank loans, discounted paper, col- 
lateral, contingent liabilities, etc. 

Liabilities to officers and employees 
should be confirmed by correspondence 
and the exact nature of the indebtedness 
should be established. 

The degree to which the accounts 
payable should be confirmed 1s depend- 
ent upon the adequacy of the client’s 
system of internal control and the num- 
ber of accounts involved. Should the 
control be lax and insufficient, it would 
be the auditor’s duty to confirm all of 
the creditors’ accounts. 

The confirmation request is usually 
printed or mimeographed on the letter- 
head of the client; it is addressed to 
the creditor and it states that the ac- 
counting firm is making a regular ex- 
amination of the books and that the 
client requests the creditor to send a 
detailed statement of the amounts due 
at the balance sheet date directly to the 
accountant. It is also customary to re- 
quest the creditor to indicate separately 
any items shipped but not billed, or 
shipped on consignment, dating or 
memorandum, and to advise the quan- 
tity and dollar amount of any commit- 
ments for future delivery. 

The confirmation requests may be 
mailed in window-faced envelopes, to 
avoid double addressing work; a self 
addressed envelope, directed to the 
auditor, should be enclosed for the 
creditor’s response. The auditor’s staff 
should attend to the mailing of the con- 
firmation requests. This should be done 
immediately < 
late to insure 


ifter the 
the receipt of the 
creditors’ responses during the course 


of the examination. 


at or balance 


leet ¢ 


Should creditors thus circularized 
fail to respond, it is desirable that a 
second request be sent to the larger 
active accounts. If the amount involved 
is substantial and the circumstances 
surrounding the account are open to 
suspicion, the more prudent course is 
to defer rendering an opinion until a 
confirmation has been received from 
the creditor in question. 

The responses are posted to a work- 
sheet schedule of accounts payable upon 
which columns have been provided for 
the amount confirmed, differences, if 
any, and explanation of differences. 

All material discrepancies between 
the hook balances and the amounts con- 
firmed by the creditors’ replies must be 
reconciled and adjustments made for 
unentered bills, shipntents in transit, 
CkC. 

Confirmations should be sent not 
only to creditors with balances at the 
statement date, but also to a percentage 
of creditors to whom the client was not 
indebted at the balance sheet date but 
with whom the client transacted busi- 
ness during the year. 

Letters should also be addressed to 
the attorneys who have represented the 
client during the past year, requesting 
them to advise in writing whether there 
is any liability for legal fees and to 
report on the status of any pending 
litigation together with the attorney’s 
opinion as to the client’s probable lia- 
bility in connection therewith. 

In the detailed report to the client 
known as the long form report (as 
distinguished from the short form re- 
port or opinion); it is customary to 
comment on the results of the requests 
for confirmations. In this connection, 
there may be presented a summary or 
tabulation showing the number of credi- 
tors’ accounts on the books, the number 
from whom confirmations were re- 
quested, and the number from whom 
responses were received. The confir- 
mation results may be broken down by 
number of accounts, dollar amounts and 
percentages and material differences, if 
any, noted. 
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Notes Payable 

If concealment of liabilities is in- 
tended, a device commonly employed is 
to fail to record on the books the issu- 
ance of notes payable. 

In one case, large withdrawals of 
corporate funds were shown on the 
books as amounts due from officers. 
Thereafter, the corporation obtained a 
loan, evidenced by its promissory note, 
and credited the proceeds to the officers’ 
accounts. Not only were the advances 
to the officers omitted from the assets, 
but the liabilities were understated by 
the failure to record the note issued. 

In another case, it was disclosed that 
an officer had been manipulating certain 
customers’ accounts. In anticipation of 
the auditors’ visit, he borrowed moneys 
on notes and applied the proceeds to 
clear up the customers’ accounts, so 
that no confirmations would be sent to 
these particular accounts. While notes 
payable to banks may readily come to 
light by sending a confirmation request 
to all banks with whom the company 
dealt during the year, concealment of 
liabilities is more difficult to detect in 
the case of funds borrowed from bank- 
ing or other sources not regularly used 
by the company. 

If effective measures of internal con- 
trol in respect to the issuance of notes 
exist in the client’s office, the possibility 
of concealment is rendered more diffi- 
cult and the auditor’s task is consider- 
ably lightened. 

Does the client maintain a Note Reg- 
ister? If so, the auditor should account 
for the sequence of all the numbers. 

Officers and exchange accounts as 
well as the notes payable account must 
be examined to make certain that all 
repayments have been fully recorded. 
Withdrawals of large sums by officers 
after balance sheet date should be scrut- 
inized. 

In a balance sheet audit, the accounts 
for the entire year are not examined 
unless some suspicion has been aroused. 
However, the auditor should examine 
cancelled notes paid before and after 
the balance sheet date, to observe that 
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there have been no irregularities. 

The interest accounts should be 
analyzed to make certain that all inter- 
est paid to creditors has the applicable 
liability duly reflected on the books. The 
minutes of the corporation should be 
examined to determine whether there 
are proper authorizations for the notes 
issued. 

It is important to endeavor to obtain 
replies to the confirmations that have 
been requested and it is usual to send 
second requests to the larger note cred 
tors who have not responded. 

The schedules submitted by the 
client’s staff should be footed and the 
total compared with the general ledger 
account. The defails should be com- 
pared with the note register maintained 
by the client. 

If any notes are secured, the assets 
which are pledged must be earmarked 
and the liability must be indicated as 
secured. Should it be found that the 
client is using outside collateral, a nota- 
tion to that effect must be made on the 
balance sheet. 

Letters of credit and bankers’ accept- 
ances should also be confirmed. 

In the presentation of notes payable 
on the balance sheet, the practice is to 
segregate the various creditors into 
distinct categories—notes payable to 
banks ; to trade creditors ; to officers or 
stockholders; to affiliated companies, 
etc. 





Accounts Payable 


The accounts payable schedule fur- 
nished by the client’s office should be 
footed by the auditor and the total com- 
pared with the controlling account in 
the general ledger. The open accounts 
in the accounts pavable ledger or vouch- 
er register should be compared with 
the schedule of accounts payable. 

Althotgh detection of fraud may not 
be the primary object of the audit, the 
accountant should be constantly alert to 
the possibility thereof. If the examina- 
tion of the accounts payable discloses 
irregularities or indications of fraudu- 
lent practices, the auditor will have to 
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enlarge the scope of his investigation to 
determine whether his suspicions are 
justified. In such cases, it 1s wise to 
discuss the situation with the client and 
make appropriate arrangements for ex- 
tension of the work. 

The outstanding balances in the 
accounts payable ledger should be 
analyzed to see that they represent 
specific and recent items. Are any debit 
balances included in the accounts pay- 
able ledger? If so, it is necessary to de- 
termine whether they are truly accounts 
receivable or, perhaps represent pay- 
ments on account of merchandise for 
which the purchase bill has not been 
entered. Debit balances actually due 
and owing from the vendors should be 
eliminated from accounts payable and 
shown as assets on the balance sheet. 
Unentered purchase bills should, of 
course, be entered and the debit bal- 
ance in the account adjusted accord- 
ingly. 

If the client maintains purchase order 
books, the sequence of numbers should 
be noted. 

The auditor should examine the re- 
ceiving records of the client before and 
after the date of the balance sheet, to 
make certain that everything that has 
been received has been duly recorded 
on the books at the proper time. He 
should also make sufficient test-checks 
of the inventories to satisfy himself that 
items contained therein have the cor- 
responding liability therefor duly re- 
flecting on the books. 

If there is any merchandise in tran- 
sit, it should be shown as an asset and 
the corresponding liability therefor as 
a current liability. The client may re- 
quest that you show the merchandise in 
transit as a footnote, but that is not 
the accepted practice today. The 
client’s preference is predicated upon its 
desire to improve the current ratio, 
but that should be no factor insofar 
as the accountant is concerned. 

In some industries, it has been the 
practice not to include amongst the 
liabilities, purchases made 
next season. We do not ap- 


assets or 


for the 
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prove of this practice today, for if 
there is a liability at the balance sheet 
date, regardless of when the merchan- 
dise is to be used, it is to be so so indi- 
cated. 

In certain other industries, it is the 
practice to render dated bills, that is, 
to send the merchandise in before the 
balance sheet date, but to send _ bills 
dated thereafter. This practice cannot 
be condoned—if the liability exists 
it is recognized, regardless of the time 
the merchandise may be used. 

The question of consigned merchan- 
dise must be looked into carefully. 
If the client wishes to perpetrate a 
fraud, he may receive merchandise from 
a consignor, include it in his inventory 
and fail to record the liability; or, he 
may sell the merchandise, treat it as his 
own sale instead of indicating that the 
proceeds are payable to the consignor. 
This may be difficult to discover, but 
here again the alertness of the account- 
ant must be exercised to make certain 
that no such condition exists. Should 
the auditor find any accounts payable to 
consignors, it is preferable that the 
liability be indicated separately on the 
balance sheet and shown as payable to 
consignors. 

The question of purchase commit- 
ments may be an important one. If 
the client’s merchandise commitments 
are grossly in excess of his ordinary 
inventory requirements, especially in 
the case of an unprofitable business en- 
terprise, it may be indicative that bank- 
ruptcy is contemplated. In any event, 
it is the duty of the auditor to make 
certain that the prices involved in the 
commitment are no greater than the 
present market values, because if there 
is such a variance, a reserve for pos- 
sible losses should be provided. 

Intercompany and affliated company 
accounts should be reconciled and con- 
firmed. 

In all these adjustments, if the 
amounts involved are relatively small, 
they may be ignored. The determining 
factor is the relative size of the amount 


involved. 
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Unpaid Expenses 

As a matter of normal routine, the 
client’s accounting staff should be in- 
structed to enter all expense bills be- 
fore closing the books. To safeguard 
against possible omissions and over- 
sights, the auditor should compare the 
expenses for the period under review 
with those of a corresponding prior 
period, and any material variations 
should be satisfactorily accounted for. 
He should likewise examine the cash 
disbursements subsequent to the bal- 
ance sheet date, as well as the unpaid 
bill file, to determine whether or not 
any payments for expense bills are ap- 
plicable to the period under examina- 
tion; and if so, proper adjustments 
should be made therefor. 

Accrued Liabilities 

As ordinarily understood, accrued 
liabilities represent the computed 
amount of liabilities for which bills 
have not been received and covering 
services partly rendered during the per- 
iod under review. In this category 
may be included accrued wages, com- 
missions, compensation insurance, in- 
terest, etc. Sometimes you may find 
that commissions are payable to sales- 
men only upon the collection from the 
customer. In such an instance, the 
commissions payable should be accrued, 
if the sale has been recorded on the 
books. 

Accrued liabilities that are not read- 
ily discernible may be involved in royal- 
ty or rental agreements, bonuses to 
officers, profit sharing or installment 
plans, etc. In this connection, the audi- 
tor should examine the minutes and 
should specifically ask for any pertinent 
correspondence. It is also important 
that the auditor should discuss this 
phase of his examination with the 
executive in the client’s organization 
who would know of the existence of 
any such agreements. Only certain 
officers may be familiar with this type 
ot information. 

\n interesting situation developed 
with respect to a client of ours who paid 
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relatively low wages and salaries to 
employees but compensated therefor 
by making very substantial bonus gifts 
at Christmas time. In the preparation 
of a mid-year statement, the question 
arose as to whether or not it was the 
duty of the accountant to provide for 
monthly accruals of these relatively 
large bonuses. Although there was 
no commitment on the part of the client 
to pay these bonuses, the employees 
anticipated receiving them. It was fin- 
ally concluded, in view of the client’s 
established practice of paying these 
substantial bonuses, that a monthly 
accrual thereof would be in order. 
Taxes Payable 

In view of the drastic wartime income 
and excess profits tax rates, one of the 
most important liabilities on balance 
sheets in recent years is the item of 
taxes payable. It is the duty of the 
auditor to see that adequate provision 
has been made for the client’s tax lia- 
bility at the balance sheet date. To dis- 
charge this duty, it is incumbent upon 
the auditor to be familiar and conver- 
sant with the diverse federal, state and 
local taxes that may affect the client’s 
business. Considering the numerous 
taxes now levied and the complexities 
of such taxing statutes as the federal 
income and excess profits tax law, this 
may appear to be an almost insuperable 
task. However, most accountants have 
made it their business to acquire a fair 
working knowledge of the taxing stat- 
utes as they affect their clients and en- 
deavor to keep abreast of important 
new developments in the tax field. 

Where an auditor has been on the 
engagement for some time he will be 
quite conversant with the tax problems 
of the client, and it should not be so 
difficult for him to ascertain the true 
amount of the liability. On a new en- 
gagement, determination of the tax lia- 
bility requires much more study. The 
auditor should ascertain when the last 
examination by the Internal Revenue 
Agent was made and study carefully 
the Agent’s findings and adjustments. 
Does the Revenue Agent’s report dis- 
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close items which will result in com- 
parable unallowable deductions for suc- 
ceeding years? If so, an additional 
liability would necessarily accrue. In- 
spection of the unaudited tax returns 
of prior years will generally indicate to 
the accountant the presence of unallow- 
able deductions or additional income, 
resulting in additional tax liability. If 
there are any deductions in either the 
current year or in previous years, which 
may be disallowed, the auditor should 
provide adequate reserves. 

It is customary on balance sheets to 
indicate the liability for income and 
excess profits taxes payable, separate 
and distinct from other taxes payable. 
My attention was directed only recently 
to a balance sheet wherein no liability 
for taxes was included, although a foot- 
note appeared to that effect. That, of 
course, is not the approved practice. A 
footnote comment cannot justify omis- 
sion of the liability. 

Should an auditor make provision 
for partners’ income taxes on the part- 
nership balance sheet ? 

In a recent engagement of ours, a 
certain partnership made approximately 
$600,000 due to war activities. The 
partners had negligible outside assets 
with which to pay their income taxes, 
which amounted to nearly $500,000. 

In view of the special circumstances 
indicated, we deemed it advisable to 
show the partners’ tax liability on the 
balance sheet. We may have been 
overly conservative in that regard, in- 
asmuch as the American Institute has 
held that a partnersip balance sheet 
does not require provision for the part- 
ners’ tax liability and that a footnote to 
that effect, if at all, is sufficient. 


Other Liabilities 

Other liabilities, which may require 
current classification on the balance 
sheet, include dividends payable, custo- 
mers’ deposits, account receivable 
credit balances, unclaimed wages, taxes 
withheld from employees’ compensa- 
tion, damage claims, etc. Careful analy- 
sis of the ledger accounts and support- 
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ing records will ordinarily reveal these 
obligations. More difficult is the ascer- 
tainment of undisclosed liabilities not 
recorded on the books. As previously 
indicated, clues to such obligations 
may be found in the minutes, contracts 
and other legal documents, as well as 
the correspondence of the client. The 
resourcefulness and ingenuity of the 
auditor are put to their greatest test in 
this quest for concealed liabilities. 

The auditor should also make certain 
that the renegotiation or termination 
liability, if any, is properly recorded, 
not only for the current year under re- 
view, but also for any prior years in 
respect to which the liability may 
not have been finally determined and 
settled. 

The American Institute of Account- 
ants’ Bulletin No. 21 indicates that the 
accountant is not responsible for un- 
earthing violations of state and federal 
regulations, such as the O.P.A. price 
ceilings and Wage and Salary Stabiliza- 
tion restrictions. However, it is the 
duty of the accountant to inquire of a 
responsible official whether ther are 
any such liabilities, and he should like- 
wise inspect any correspondence or 
other data in connection therewith. On 
some balance sheets, you will find a 
footnote to the effect that the auditor has 
not conducted an investigation to deter- 
mine whether or not there is any liabil- 
ity for such violations. However, if 
violations are discovered during course 
of audit, adequate provision therefor 
should be made. 

If the client sells merchandise with 
a warranty or guaranty, the proper re- 
serve therefor must be provided. li 
the sale has been included in income, 
any liability that may be incurred in 
connection therewith is a current lia 
bilitv. The auditor in determining the 
adeauacy of this reserve would have to 
investigate the past experience of the 
client. 

You may find in some industries that 
a sale is recorded without making any 
provision for the cost of installing the 
merchandise at a subseauent date. This 
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is not good accounting practice and the 
installation cost should be provided for 
from the profits on the particular sale. 
Deferred Credits 

Deferred credits may involve liabili- 
ties for costs or expenses of services or 
merchandise to be performed or deliv- 
ered in the future. To the extent that 
such services are to be performed within 
a year from the balance sheet date, the 
generally accepted practice is to treat 
the deferred credits as current liabilities. 
Advance collections of rents, royalties 
and subscriptions should properly be 
deferred over the period covered, in the 
saine manner as similar expenses. 

The unrealized profit on installment 
sales is a deferred credit, which is prop- 
erly shown on the balance sheet between 
the liability and capital sections. 
Client’s Liability Certificate 

At the conclusion of the audit, it is 
customary to obtain a liability certifi- 
cate from a responsible officer in the 
client’s office. While the form of the 
certificate may vary to meet the require- 
ments of a particular engagement, in 
substance it is a representation by the 
officer that all liabilities have been 
entered on the books or disclosed to the 
auditors. It is advisable to make the 
certificate as comprehensive as possible, 
covering direct liabilities, contingent 
liabilities, unrecorded liabilities, com- 
mitments, litigation claims, etc. 

The liability certificate should be 
signed by a principal executive for the 
reason that, in many instances, he may 
be the only individual in the organiza- 
tion who has full knowledge of the 
company’s liabilities, commitments, liti- 
gation, etc. If any new liabilities are 
disclosed in this manner, they must, of 
course, be given effect. 

It should be emphasized however, 
that the liability certificate does not 
relieve the auditor of ‘the responsibility 
of making a proper examination and 
doing everything reasonable and neces- 
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sary to ascertain the full extent of the 
client’s liabilities. 


Conclusion 


I wish to leave with you this final 
thought. Please do not look upon 
auditing as a confusing conglomeration 
of rules and precepts, of do’s and dont’s, 
to be memorized and slavishly followed. 
In the growth and development of our 
profession, it is only natural that a 
great body of principles, practices and 
procedures have crystallized into gen- 
eral acceptance and, in that sense, con- 
stitute standards for the guidance of 
our professional labors. However, 
auditing can never be reduced to a 
routine set of rules. There are prob- 
ably a number of men who go through 
the motions of auditing but they can 
scarcely be considered auditors. They 
seem to lack the ability to visualize 
objectives clearly, to adopt the pro- 
cedures best suited for the attainment 
of these objectives with a minimum 
expenditure of time and effort, and, 
finally, to appraise and evaluate the 
results of their work. It all sums up to 
a matter of clear thinking which, to my 
mind, is the prime quality in the work 
of a competent auditor. This quality 
can be cultivated and developed by edu- 
cation, training and experience. In 
this connection, it should be recognized 
that the education of an accountant 
does not cease upon his graduation 
from college, or upon his passing the 
C.P.A, examinations, or upon his com- 
pletion of a “refresher” course. Ina 
real sense, the self-education of an 
accountant must continue throughout 
his entire professional life and the best 
way that I know of to accomplish this 
result is to read, study and discuss the 
numerous articles of current interest 
published in our professional journals 
of accountancy, and to attend and par- 
ticipate actively in the lecture programs 
and technical meetings sponsored by 
our accounting organizations. 
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Property Distributions in Liquidation 


By I, HERMAN SHER 


I. SOME QUESTIONS INVOLVED 


A. Section 115 of the Internal 
Revenue Code. This section segre- 
gates distributions by corporations be- 
tween 

(a) Dividends; 

(b) Distributions out of earnings 
or profits accumulated, or increase in 
value of property accrued, before 
March 1, 1913; 

(c) Distributions from capital; 
and 

(d) Distributions in partial or 
complete liquidation. 


B. Distinction between the above 
classes of distributions. Dividends— 
class (a) above—are distributions to 
the shareholders out of the earnings or 
profits of the corporation of the taxable 
year or those accumulated after Feb- 
ruary 28, 1913, and are taxable to the 
shareholders as ordinary income. Dis- 
tributions of class (b)} above are ex- 
empt from tax, but such distributions, 
which may be made only after the earn- 
ings and profits accumulated after Feb- 
ruary 28, 1913, have been distributed, 
reduce the tax cost of the stock in the 
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hands of the shareholders. Distribu- 
tions of class (c) above are those which 
are not within class (a), (b) or (d) 
above. Class (c) distributions reduce 
the tax cost of the stock, and all excess 
over the tax cost is taxable to the share- 
holders as a gain from the sale or ex- 
change of the stock. Distributions of 
class (d) above are treated as in pay- 
ment in exchange for the stock ; and the 
gain or loss therefrom to the sharehold- 
ers is the difference between their tax 
cost of stock so paid for and (1) the 
money received plus (2) the fair market 
value of the other property received by 
them, but such gain or loss is recognized 
only to the extent provided in section 
112 of the Internal Revenue Code. Un- 
der section 112(b) (6), no gain or loss 
is recognized upon the receipt by a cor- 
poration of property distributed in com- 
plete liquidation of another corporation. 


C. Meaning of “‘complete cancella- 
tion or redemption” of stock of the 
corporation. Liquidation of a corpo- 
ration may be complete or partial. Sec- 
tion 115(i) of the Internal Revenue 
Code defines the term ‘“‘amounts dis- 
tributed in partial liquidation” as (1) a 
distribution by a corporation in com- 
plete cancellation or redemption of a 
part of its stock, or (2) one of a series 
of distributions in complete cancellation 
or redemption of all or a portion of its 
stock. This raises the question: what 
is meant by the term “complete can- 
cellation or redemption” ? 


D. When are distributions in can- 
cellation or redemption of stock 
treated as ordinary dividends? Ordi- 
narily, distributions out of earnings or 
profits of the taxable year or those 
accumulated after February 28, 1913, 
constitute dividends taxable as ordinary 
income. However, if such earnings or 


_This paper was read before the Fourth Annual Institute on Federal Taxation at New York 
University and appeared in the published Proceedings thereof. 
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profits are distributed in partial or com- 
plete liquidation of the corporation they 
are not so taxed but are treated as dis- 
tributions of class (d) above ( Hellmich 
v. Hellman, 276 U.S. 233; Tootle v. 
Commissioner, 58 Fed. (2d) 576 (C. 
C.A. 8) ). There is an exception to this 
rule. If a distribution of what would 
otherwise be an ordinary dividend is 
made in cancellation or redemption of 
stock but the distribution and cancella- 
tion or redemption of the stock are made 
at such time and in such manner as to 
be essentially equivalent to the distribu- 
tion of an ordinary dividend, the dis- 
tribution is taxable as ordinary income 
(section 115(g),I.R.C.). The circum- 
stances under which this occurs poses 
an important question. 


E. When are distributions in can- 
cellation or redemption of stock 
treated as sales of the property by the 
corporation rather than property dis- 
tributions in liquidation? It is well 
settled that if a corporation sells all or a 
part of its capital assets the gain there- 
irom must be included in its gross in- 
come (Reg. 111, Sec. 29.22(a)-18). A 
corporation, like other taxpayers, does 
not ordinarily realize gain or loss from 
the purchase of capital stock, including 
its own shares. However, if it pur- 
chases its own shares for property, other 
than money, the transaction includes a 
sale of the property for a price equal 
to the fair market value of the shares 
acquired. Accordingly, if a corpora- 
tion distributes property, other than 
money, to its shareholders in exchange 
for its own shares it may realize gain 
or loss if the distribution is not in liqui- 
dation (Commissioner v. Boca Ceiga 
Development Co., 66 Fed. (2d) 1004 
(C.C.A. 3); Allyne-Zerk Co. v. Com- 
missioner, 83 Fed(2d) 525 (C.C.A. 
6) ). On the other hand, if the distribu- 
tion of the property is in liquidation, the 
corporation does not realize gain or loss 
therefrom (Reg. 111, Sec. 29.22(a)-20; 
I_encard Corporation v. Commissioner, 
47 B.T.A. 58, 60, and cases there cited ; 
Gaunt & Harris v. U.S., 110 Fed.(2d) 


651 (C.C.A.6)). The question is thus 
raised whether the distribution is in 
liquidation or amounts to a sale of the 
property. 


F. Are sales to outsiders of prop- 
erty distributed in liquidation treated 
as sales made by. the distributing 
corporation or its shareholders? Sup- 
pose that the stockholders desire to sell 
the property of the corporation to out- 
siders. If the sale is made by the cor- 
poration and the proceeds are dis- 
tributed to the stockholders the gain or 
loss to the corporation from the sale 
will be recognized for tax purposes and 
the stockholders will be taxable on the 
proceeds distributed to them in liquida- 
tion. If the value of the property is in 
excess of its tax cost to the corporation, 
can the corporation tax be avoided; or, 
if the property is to be sold for an 
amount less than its tax cost to the 
corporation ; can the corporation realize 
a deductible loss ? 


II. MEANING OF COMPLETE 
CANCELLATION OR REDEMP- 
TION OF STOCK 


A complete liquidation involves the 
distribution of all of the corporate prop- 
erty and the complete cancellation or 
redemption of all of its capital stock. By 
statute, a distribution of corporate prop- 
erty in complete cancellation or redemp- 
tion of some of the corporate stock con- 
stitutes a partial liquidation. The statute 
does not define the term “complete can- 
cellation or redemption”. 

A mere reduction in the par value 
of the capital stock is not a cancellation 
or redemption of the shares. 


Wilcox v. Commissioner, 43 B.T. 
A. 931, aff'd. 137 Fed.(2d) 136 
(C.C.A. 9); 

Beretta v. Commissioner, 1 T.C. 
86, aff'd. 141 Fed.(2d) 452 
(C.C.A. 5); cert. denied, 323 


U.S. 720; 
long v. Commissioner, 5 T.C. No. 
38. 
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And a distribution in partial liquidation 
applies only to the stock cancelled or 
redeemed, and not to all of the outstand- 
ing stock (Williams v. Commissioner, 
28 B.T.A. 1279). 

If a corporation purchases its own 
stock for the purpose of cancellation and 
retirement, the seller receives a dis- 
tribution in liquidation even though the 
stock is not completely cancelled or re- 
tired under State Law and the corpora- 
tion may reissue the purchased stock or 
issue additional stock in its place. 


Hill v. Commissioner, 126 
(2d) 570 (CC.A. 5): 
Cohen Trust Co. v. Commissioner, 

121 Fed. (2d) 689° (C.C.A. 3): 
Hammans v. Commissioner, 121 
Fed.(2d) 4 (C.C.A. 2); 
Cochran v. Commissioner, + T.C. 
942; 


Jones v. Commissioner, + T.C. 854. 


Fed 


The fact that the shareholder has no 
knowledge of the corporate intent to 
retire the stock is immaterial (Alport 
v. Commissioner, 4+ T.C. 401; Jones v. 
Commissioner, + T.C. 854). 

However, if stock is purchased to be 
held as treasury stock subject to resale, 
there is but an ordinary capital trans- 
action, and not a partial liquidation, 
even though the stock is subsequently 
retired. 

Alpers v. Commissioner, 126 Fed. 
(2d) 58 (C.C.A. 2); 

Smith v. Commissioner, 38 B.T.A. 
St? ; 

Hadley v. Commissioner, 1 T.C. 
496 ; 

Buckley v. Commissioner, T.C. 
‘Memo. Op. May 1, 1945; 

Harter Bank & Trust Co. v. 
Gentsch, 60 F. Supp. 400 
(DMC). 


Stock which may not be resold after 
surrender to the corporation is not sus- 
ceptible of purchase by the corporation 
and holding as treasury stock for pos- 
sible resale; and the purchase of such 
stock by the corporation constitutes a 
liquidation (Fry v. Commissioner, 128 


/ 10 


Fed.(2d) 737 (C.C.A. 2); Blum v. 
Commissioner, 5 T.C. 303). 

The statutory test of a partial liqui- 
dation is the “complete cancellation or 
redemption” of corporate stock. Ac- 
cordingly, where a corporation acquires 
its own stock for complete cancellation 
or redemption the amount paid therefor 
constitutes a distribution in liquidation 
without regard to whether its business 
is liquidated or curtailed to any extent 
(Alport v. Commissioner, + T.C. 401; 
R. D. Merrill Co. v. Commissioner, 4 
T.C. 955, 968; Cochran v. Commis- 
sioner, 4 T.C. 942, 951; Irvine v. Com- 
missioner, 46 B.T.A. 246, 262). 


III. SECTION 115(g) OF THE 
INTERNAL REVENUE CODE 
Obviously, because a distribution 
may be in liquidation even though the 
corporate business is not liquidated or 
curtailed thereby to any extent, the door 
is left open for a corporation to dis- 
tribute its earnings and profits as liqui- 
dating rather than ordinary dividends. 
Section 115(g) closes this door by pro- 
viding that if the distribution and can- 
cellation or redemption are, in whole or 
in part, “essentially equivalent to the 
distribution of a taxable dividend,” the 
distribution, to the extent that it dis- 
tributes earnings or profits accumulated 
after February 28, 1913, shall be treated 
as a taxable dividend. The question 
which this presents has been considered 
in numerous decisions of the courts. 

In order to escape the provisions of 
section 115(g), the complete cancella- 
tion or redemption of stock does not 
necessarily determine that a distribu- 
tion is in liquidation—there must also 
be the corporate intention to liquidate 
the business in whole or in part, or to 
curtail its operations to a material ex- 
tent. The existence of such intention 
is a question of fact (Kennemer v. Com- 
missioner, 35 B.T.A. 415, aff'd. 96 Fed. 
(2d) 177 (C.C.A. 5)). Distributions 
in complete cancellation or redemption 
of stock made with such intention do 
not come under section 115(g) and are 
in liquidation. 
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Canal-Commercial Trust & Sav- 
ings Bank v. Commissioner, 63 
Fed.(2d) 619 (C.C.A. 5), cert. 
denied 290 U.S. 628; 

Gossett v. Commissioner, 59 Fed. 
(2d) 365 (C.C.A. 4) ; 

Holmby Corporation v. Commis- 
sioner, 83 Fed.(2d) 548 (C.C.A. 
se 

Tootle v. Commissioner, 58 Fed. 
(2d): 576 (€:.C. A. 8): 

Anketell Lumber & Coal Co. v. 
U.S., 1 F. Supp. 724; (Ct. Cl) ; 


Wood v. Commissioner, 27 B.T.A. 


162; 

Milton v. Commissioner, 33 B.T.A. 
4; 

Roach v. Commissioner, 4 T.C. 
1255; 


Manning v. Commissioner, 3 T.C. 
853; aff'd C.C.A. 6, 148 Fed. 
(2d) 821. 


Distributions made where there is no 
intention to liquidate the corporation in 
whole or in part, or to curtail the 
operations of its business to any extent, 
come under section 115(g) and are not 
in liquidation even though made in com- 
plete cancellation or redemption of 
stock. 
Wilcox v. Commissioner, 137 Fed. 
(2d) 136 (C.C.A. 9) ; 
Beretta v. Commissioner, 141 Fed. 
(Za) 432 (C.C.A. 5); 
Tate v. Commissioner, 97 Fed. 
(2d) 658 (C.C.A. 8); 
Transportation Service Associates, 
Inc. v. Commissioner, 149 Fed. 
(2d) 354 (C.C.A. 3). 


Accordingly, each case must depend 
upon its own facts. The adoption or 
failure to adopt a resolution of liquida- 
tion is not controlling (Kennemer 
case) ; it is not necessary that proceed- 
ings be commenced to dissolve or liqui- 
date the corporation (Tootle v. Com- 
missioner, 58 Fed. (2d) 576 (C.C.A. 
5)); and it is not essential that the 
distribution be called a liquidating divi- 
dend (Gossett v. Commissioner, 59 


Fed. (2d) 365 (C.C.A. 4)). 
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Accordingly, section 115(g) does 
not turn every partial liquidation into 
a dividend whenever there are undis- 
tributed earnings in the corporation. As 
stated in Upham v. Commissioner, 
4 T.C. 1120, 1127: 


“In determining the applicability 
of section 115(g), it is important to 
carefully examine the circumstances 
surrounding the transaction in order 
to ascertain the real purpose of the 
distribution. It is apparent that if 
the redemption was merely a step ina 
plan to distribute earnings and pro- 
fits to stockholders or if it was de- 
signed for the benefit of stockholders, 
the time and manner of the distribu- 
tion would be essentially equivalent 
to a taxable dividend. See Flanagan 
v. Helvering, 116 Fed. (2d) 937, and 
cases therein cited. However, if the 
redemption was dictated by the rea- 
sonable needs of the corporate busi- 
ness, section 115(g) would not apply. 
Commissioner v. Champion, 78 Fed. 
(2d) 513; Commissioner v. Quack- 
enbos, 78 Fed. (2d) 156; John P. 
Elton, 47 B.T.A. 111.” 


IV. SECTION 112(b) (6) OF THE 
INTERNAL REVENUE CODE 
Under section 112(b) (6), no gain or 

loss is recognized upon the receipt by a 

corporation of “property” distributed 

in complete liquidation of another cor- 
poration if, among other things, it owns 
at least 80 per cent. of the stock of the 
distributing corporation. This section 
of the statute contains its own definition 
of “complete liquidation” and Regula- 

tions 111, Section 29.112(b) (6)-1 to 3, 

contained detailed provisions with re- 

spect thereto. No analysis of these 
provisions will be attempted here. How- 
ever, it may be observed that in Tri- 

Lakes Steamship Co. v. Commissioner, 

146 Fed. (2d) 970, the Circuit Court 

ot Appeals for the Sixth Circuit, revers- 

ing the Tax Court, held that liquidating 
distributions wholly in cash by a sub- 
sidiary to its parent corporation con- 
stituted distributions of “property” 
within the meaning of section 112(b) 
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(6). Also, in Commissioner v. Day 
& Zimmerman, Inc., 151 Fed (2d) 
517, the Circuit Court of Appeals for 
the Third Circuit on September 25, 
1945, held that a bona fide sale by a 
corporation to its treasurer of voting 
stock in two other corporations, by 
which the parent corporation reduced 
its holdings of voting stock to less than 
80 per cent. of the voting stock of 
each of the subsidiary corporations, 
avoided the application of section 
112(b)(6) even though the sale was 
made for that purpose. 


V. LIQUIDATION AT MINI- 
MUM TAX COST 

The taxpayer still has the right to 
consider tax consequences and to adopt 
that course which will result in the least 
tax. However, the reality of the trans- 
action rather than its form determines 
the incidence of the tax (Higgins v. 
Smith, 308 U.S. 473). 

For instance, the tax consequences 
of a liquidation cannot be avoided by 
disguising the distribution of the assets 
in the form of a sale to the stockholders 
for their notes or other obligations 
(Cook v. U.S., 3 F. Supp. 47 (Ct.C1.) ; 
Samuels v. Commissioner, T.C. Memo. 
Op., August 27, 1945). 

Any sales of property by receivers 
or trustees in dissolution are treated as 
if made by the corporation for the pur- 
pose of ascertaining the gain or loss 
(Reg. 111, Sec. 29.22(a)-20; First 
Nat. Bank of Wichita Falls v. Com- 
missioner, 3 T.C. 203, 217, and cases 
there cited; Liquidating Co. v. Commis- 
sioner, 33 B.T.A. 1173, 1186). How- 
ever, if the corporation distributes the 
property in kind to the stockholders and 
the stockholders select a trustee to 
whom they transfer the property, the 
profit from the sale of the property by 
the trustee is taxable only to the stock- 
holders, and the corporate tax is avoid- 
ed (Commissioner v. Merchants Natl. 
Bldg. Corporation, 131 Fed.(2d) 740 
(ee yee 

Accordingly, if it is contemplated that 
all of the capital assets of a 


some or 


corporation will be sold to outsiders, 
the corporate tax can be avoided only 
if, before the sale is arranged, the 
property «is distributed to the share- 
holders in liquidation and they there- 
aiter sell the property, or the stock- 
holders sell the stock of the corporation. 

In Williams v. Commissioner, 3 T.C. 
1002, it appeared that Williams, the sole 
stockholder of Seekonk Corporation, de- 
termined, after the corporation failed 
to sell the motor ship Willmoto, its prin- 
cipal asset, to liquidate the corporation 
and to conduct its business as an 
individual in order to save income and 
excess profits taxes. Accordingly, 
liquidation of Seekonk was _ begun 
March 25, 1941; it was dissolved on 
April 14, 1941; and Willmoto was’ 
transferred to Williams in liquidation 
on April 21, 1941. Acting for himself 
and not for Seekonk, Williams on April 
1, 1941 orally agreed to sell the Will- 
moto for $655,000; and on May 5, 1941, 
Williams, individually, transferred title 
to the Willmoto to the purchaser. The 
Tax Court held that the Willmoto was 
sold by the stockholder and that the 
corporation was not taxable on the sale. 

In Commissioner v. Court Holding 
Company, 324 U.S. 331, an apartment 
house, the sole asset of a corporation, 
was distributed in liquidation to its two 
shareholders, who transferred it to a 
purchaser who had originally negotiated 
for the purchase from the corporation. 
In the negotiations with the corporation 
an oral agreement was reached as to the 
terms and conditions of sale. When 
the parties met to reduce the agreement 
to writing the purchaser was advised by 
the corporation’s attorney that the sale 
could not be consummated because it 
would result in a large income tax on 
on the corporation. The next day the 
apartment house was transferred to the 
stockholders as a liquidating dividend; 
a sale contract was then drawn naming 
the stockholders individually as ven- 
dors; and $1,000, which a month and 
a half earlier had been paid to the cor- 
poration, was applied in part payment 

the purchase price. Three days later 


August 








siders, 
1 only 
1, the 
share- 
there- 
stock- 
‘ation. 
ies fet OF 
1e sole 
yn, de- 
failed 
5 prin- 
ration 
as an 
le and 
lingly, 
begun 
ed on 
» Was' 
dation 
Limself 
| April 
Will- 
, 1941, 
d title 
The 
to was 
at the 
1e sale. 
olding 
rtment 
ration, 
its two 
it to a 
otiated 
ration. 
ration 
; to the 
When 
eement 
ised by 
he sale 
ause it 
tax on 
lay the 
1 to the 
ridend; 
naming 
is ven- 
ith and 
he cor- 
avinent 
vs later 


August 





Distributions by Corporations 


the property was transferred to the pur- 
chaser. 

Reversing the Circuit Court of Ap- 
peals, the Supreme Court affirmed the 
decision of the Tax Court that the 
corporation was taxable on the gain re- 
sulting from the sale. The Supreme 
Court said in part: 

“ * * * The incidence of taxation de- 
pends upon the substance of a trans- 
action. The tax consequences which 
arise from gains from a sale of 
property are not finally to be deter- 
mined solely by the means emploved 
to transfer legal title. Rather, the 
transaction naust be viewed as a 
whole, and each step, from the com- 
mencement of negotiations to the con- 
summation of the sale is relevant. A 
sale by one person cannot be trans- 
ferred for tax purposes into a sale by 
another by using the latter as a con- 
duit through which to pass title. 
[Citing in a footnote: Gregory v. 
Helvering, 293 U.S. 465; Minnesota 
Tea Co. v. Helvering, 302 U.S. 609; 
Griffiths v. Commissioner, 308 U.S. 
355; Higgins v. Smith, 308 U.S. 
473.| To permit the true nature of 
a transaction to be disguised by mere 
formalisms, which exist solely to 
alter tax liabilities, would seriously 
impair the effective administration of 
the tax policies of Congress.” 


VI. CORPORATION’S GAIN OR 
LOSS ON LIQUIDATION 

When a corporation declares an 
ordinary dividend of a fixed amount it 
then creates a debt for that amount to 
its shareholders, who then acquire a 
claim for a fixed amount of money and 
become creditors with respect thereto. 
If the corporation pays this debt with 
property rather than cash it thereby, in 
effect, sells the property for the amount 
of the debt. However, when a corpora- 
tion declares a dividend in kind it does 
not create anv debt but merely becomes 
obligated to transfer specific property, 
and by distributing such property the 
corporation does not pay any debt but, 
in effect, transfers to its shareholders 
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in altered form what they theretofore 
owned collectively, and there is no 
closed taxable transaction. 

Regulations 111, Sec. 29.22(a)-20, 
and the corresponding provisions of 
prior regulations, have for many years 
expressly provided that 

“No gain or loss is realized by a 
corporation from the mere distribu- 
tion of its assets in kind in partial or 
complete Ifquidation, however, they 
may have appreciated er depreciated 
in value since their acquisition.” 


In Leneard Corporation v. Commis- 
sioner, 47 B.T.A. 58, this Court, in 
speaking of this regulation, — said 
(p. 60): 


“This regulation has appeared in 
all regulations since Regulation 74 
(1928 Act). * * * As stated by the 
Supreme Court in Helvering v. Rey- 
nolds Tobacco Co., 306 U.S. 110, 115, 
‘Congress must be taken to have ap- 
proved the administrative construc- 
tion and thereby to have given it the 
force of law.” 


The regulations of the Treasury De- 
partment have never carried any sug- 
gestion that a corporation realizes tax- 
able income by distributing property 
in kind asa dividend. Where the ques- 
tion has been squarely presented, the 
courts have uniformly held that the dis- 
tribution did not result in the realiza- 
tion of taxable income to the corpora- 
tion. 

The earliest case presented related 
to the question whether a corporation 
making such a distribution realized a 
loss when the value of the securities 
distributed was less than their original 
cost. In First Utah Savings Bank v. 
Commissioner (1929), 17 B.T.A. 804, 
affd. 53 Fed.(2d) S919, 60 App. D.C. 
307, the taxpayer corporation dis- 
tributed a dividend in kind and at the 
time of distribution the property so dis- 
tributed had depreciated in value. The 
distributing corporation claimed as a 
loss the difference between the cost and 
the value at the time of distribution. 
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The Commissioner disallowed this loss 
as not representing a loss realized by the 
corporation. The Board of Tax Ap- 
peals sustained the action of the Com- 
missioner, saying at page 811: 


In our opinion, the action here 
under consideration is not such ‘sale 
or other dispesition of property’ as 
contemplated by the statute, Sec. 
202(a) of the Revenue Act of 1921, 
whereby there may be a gain derived 


or loss sustained.” 


The District of Columbia Court of Ap- 
in affirming the decision of the 


| 


Board of Tax Appeals said at page 921: 


peals 


“It is true that the rule hereby 
adopted leads to an anomalous result, 
inasmuch as appellant at the time of 
transferring the stock had suffered 
an actual loss of value measured by 
the difference between the cost of the 
transferred stock and its then market 
price, for which no deduction 1s al- 


lowed. But, on the other hand, 
according to the same rule if the 
transferred stock had enhanced in 


value between its purchase and trans- 
fer no taxable gain would have been 
charged against the corporation be- 
cause of that fact.” 


In General Utilities Co. v. Helvering 
(1935), 296 U.S. 200, the taxpayer 
corporation being the owner of 20,000 
shares of Islands Edison Company, 
which had substantially increased in 
value, set up on its books the apprecia- 
tion in value and then declared a 
dividend measured in dollars but pay- 
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able in shares of Islands Edison Com- 
pany at the appreciated value. The 
Board of Tax Appeals held that the 
distribution of this dividend did not 
result in the realization of taxable in- 
come to the corporation. The Circuit 
Court of Appeals (4th Circuit) re- 
versed on the ground that the subse- 
quent sale of the shares by the stock- 
holders had actually been negotiated 
and arranged by the corporation, and 
therefore constituted a sale by the cor- 
poration. The Supreme Court, how- 
ever, refused to consider this possibility 
because it had not been raised before 
the Board of Tax Appeals, and as to 
the question whether the distribution of 
a dividend in kind resulted in realization 
of taxable income to the distributing 
corporation, said at page 206: 

“Both tribunals below rightly de- 
cided that petitioner (the distributing 
corporation ) derived no taxable gain 
from the distribution among its 
stockholders of the Islands Edison 
shares as a dividend.” 


The Government has __ recently 
claimed that the Supreme Court would 
decide the General Utilities Company 
case differently today on the question 
whether the distribution of a dividend 
in kind results in taxable income to the 
corporation. However, the courts 
which have considered this question 
have, on the basis of this case, held that 
a corporation does not realize taxable 
income from the distribution of a divi- 
dend in kind, and have not speculated 
on how the Supreme Court would now 
decide the question. 
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How to Take C. P. A. Examinations 


By NorMAN E, Wesster, C.P.A. 


77S TO PREPARE FOR CPA 
EXAMINATIONS” is the title of 
several papers listed in the Accountants’ 
Index. And “How to Pass CPA 
Examinations” was the title of a chap- 
ter in a little book published in 1915, by 
Joel Hunter of the Georgia Board of 
Examiners. The subject assigned to 
me seems to be an intermediate one 
because in time “taking” follows “pre- 
paring” and precedes “passing”. 

I know that comparisons or analo- 
gies are rarely perfect and must not 
be pushed too far. But illustrations are 
useful and to me these matters of pre- 
paring, taking and passing the CPA 
Examinations have features which are 
comparable to the procedures of the 
physician, pharmacist and patient when 
the latter asks and receives advice and 
help to overcome some annoying though 
not fatal ailment. 

You know, of course, that the physi- 
cian, after diagnosing the patient’s con- 
dition, writes out a slip of paper bear- 
ing the symbol Rx which means recipe. 
Following that symbol he writes in- 
structions, first for the pharmacist as 
to the quantities of the several ingredi- 
ents which he is to put into the bitter 





NorMAN E. WeEsster, C.P.A., 
author of “How to Take C.P.A. Ex- 
aminations”’, has been a member of 
the Society since 1911, and is a 
partner of the firm Webster, Horne 
& Elsdon of New York. Mr. Web- 
ster has been a member of the Board 
of Certified Public Accountant Ex- 
aminers of New York State since 
1930 and Chairman of the Board 
since 1934. He has been in public 
practice in New York since 1909. 
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pill; and secondly for the patient as to 
when, how often, under what circum- 
stances and with what else he is to take 
the nasty stuff. In this matter of the 
CPA Examinations the diagnosis of 
the candidate’s condition has been made 
by the State Education Department in 
its investigation of his qualifications ; 
the physician’s selection of the ingredi- 
ents for his prescription has been fixed 
by the Regents’ Rules as to the four 
examination subjects ; and the pharma- 
cist’s compounding of those ingredi- 
ents has been done by the Board of 
Examiners in its preparation of the 
questions. Then it is up to the candi- 
date as the patient to take the dose, 
after which the Examiners, like nature 
in the case of the physical ailment, will 
try to find a reasonable state of health 
so that they like the doctor may pass 
him up as Q.K. 

Right here I confess that I have not 
acquired the title of Doctor of Medi- 
cine, or of Laws, or of Commercial 
Science or of anything else. Neverthe- 
less I shall now try to do what no 
reputable M.D. would do, and presume 
to prescribe for all candidates—patients 
—without seeing them, taking their 
pulse and temperatures, looking at 
their tongues, listening with the stetho- 
scope or hearing them say “Ah”. If 
this be unauthorized practice make the 
most of it! 

Before the doctor writes the rules 
according to which he wishes the pa- 
tient to take his prescription he has 
learned the patient’s condition. In the 
case of candidates for the CPA Exami- 
nation this has been done by the State 
Education Department from statements 
furnished under oath by the candidate 
each of whom should know that he must 





l—make an application to the State 
Education Department in 
Albany ; 
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2—send the required fee to the De- 
partment with his application ; 

3—be a citizen of the United States 
or have declared his intention; 

4—have his residence or place of 
business within the State of New 
York; 

5—be 21 years of age or over; 

6—be of good moral character ; 

7—have satisfactorily completed a 
4-Year High School course; and 

&—have satisfactorily completed the 
course of study in a College or 
School of Accountancy registered 
by the Department; (and for the 
Examination in Practical Ac- 
counting ) 

9—have had 3 years’ accounting ex- 
perience of which 2 years was in 
the employ of a CPA on diversi- 
fied audit engagements. 


These requirements seem to be clear 
and the Department and Examiners 
should feel confident that candidates 
know that they the require- 
ments. But my experience as an 
Examiner suggests that many candi- 
dates understood “satisfactorily” differ- 
ently from the meaning which the word 
had for me. So I went to the diction- 
ary—a book of which many candidates 
seem not to know. I did not find the 
adverb form but the adjective was de- 
fined thus :—‘Giving or producing sat- 
isfaction; vielding content”. The first 
expression might apply to either or both 
hool examination, that is 
to the student and the instructor. But 
“content”, can be the 
experience of the student only. 


POSSESS 


parties to a sc 


surely the second, 

Do you ask what this distinction in 
the meaning of the word [ 
torily” has to do with the completion of 
the course in High School or College ? 
I shall answer that question, Yankee 
fashion, with another question. Cana 
graduate believe that he has ‘‘satisfac- 
torily completed” a when he 
realizes his incompefence and that in all 
probability he received passing marks 


because his instructors were sorry for 


“satistfac- 


course 


him, or were tired of having him 
around, or felt obligated to pass some 
stated percentage of their students: 
The instructions which as your doctor 
I shall give to you candidates as patients 
are not for those who cannot truthfully 
say to themselves that they have “‘satis- 
factorily completed” their educational 
preparation. Ordinarily doctors do 
not talk as much as I am doing now. 
They ask questions. And if it were 
possible I would do the same especially 
as to what “satisfactorily” means to 
you, and also as to other matters. But 
I am too far away to hear your answers 
so I must rely solely on experience in 
writing my prescription for you as to 
How to take CPA Examinations, which 
here follows: 


Ri. Begin the test at least 48 
hours before you enter the examination 
room, Close your books. Stop talk- 
ing about examinations. Visit your 
best girl. Go to a show. Read good 
stories. Relax. 

2. Conquer any disposition to nerv- 
ousness. Conquer it, but if you feel 
you cannot do this, give up and with- 
draw because you have defeated your- 
self before you start. 

3. Enter the examination room with 
the confidence that comes from your 
own knowledge—not the certificates of 
your teachers or coach—that you have 
satisfactorily completed the prescribed 
courses of study not only in College but 
in the Grade and High Schools—spell- 
ing, grammar, arithmetic, penmanship 
and ability to comprehend what vou 
read or are told. 

4. When seated at your desk, lay 
out vour watch, fountain pen, ink 
bottle, blotter, well sharpened pencils, 
erasers, etc., adjust yourself to your 
surroundings so that you can say “I’m 
ready, this is the life, come on”. 

5. Listen to all announcements 
need not begrudge the time since 
are well prepared and you may 


be useful to 


you 
you 
hear something which will 
you as you write. 
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How to Take C. P. A. Examinations 


6. Read the Instructions on the 
Question Paper, not the Questions 
themselves until you know that you un- 
derstand and will follow the Instruc- 
tions. 

7. Budget your time. Three ses- 
sions (Auditing, Commercial Law, 
Theory) are of 3% hours each. Two 
sessions ( Practical Accounting) are of 
414 hours each. For the shorter ses- 
sions (morning) your program might 
well be about as follows: 

9 00-9 :30 (30 Min.) Reading in- 
structions; selecting optional ques- 
tions. 

9 :30-10:30 (60 Min.) Writing 
answers to 5 required questions. 

10:30-11:30 (60 Min.) Writing 
answers to 5 selected optional ques- 


tions. 

11 :30-12:30 (60 Min.) Reading 
10 answers and editing or completing 
} 
them. 


8. Don’t overrun budget allowance 
on any question, unless you have saved 
some minutes on prior answers. There 
is ample time if vou use it industriously 
and prudently. 

9. Write legibly. Even in this day 
of typewriters you won’t be able to hold 
a job as a staff accountant if your writ- 
ing requires study to decipher what you 
mean. 

10. Begin each answer as per the 
Instructions with its number—Arabic 
not Roman—in left margin not in cen- 
ter of sheet. Begin each part of an 
answer on a new line—separate the 
parts. 

11. Beas brief as is consistent with 
completeness. If a rule or principle is 
called for, don’t try to tell all the excep- 
tions unless they are called for by the 
question. 

12. If when you have used your 
budgeted time on an answer you feel 
that more should be said, stop but leave 
blank space on the sheet for use during 
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your last 45 minutes. Take a new sheet 
for your next answer. 

13. After having at the start (under 
7 above) selected the optional questions 
which you will answer, don’t change to 
others. You would only lose concen- 
tration and time. 

14. Don’t answer more questions 
than are called for. To do so is only 
an admission that you are doubtful 
about one or more other answers or is 
a desire to show off, neither of which 
will influence the Examiners in your 
favor. 

15. Don’t use technical terms or big 
words unless you are sure as to their 
meanings and applicability. If in 
doubt, express your answers in simple 
words. 

16. Be careful as to spelling and 
grammar. A few mistakes may not 
count against your rating. But many 
errors will show that you are not fitted 
to be a CPA. 

17. Upon completing a session, ar- 
range the sheets of your Answer Paper 
in the sequence of the Question Num- 
hers; see that each sheet has your 
I-xamination Number written on the 
upper line at the right ; adjust the sheets 
so that the edges are even; fold upper 
right corner of wide sheets and then 
fold to letter size; and insert the fas- 
tener in the upper left corner so it will 
not project beyond the edges of the 
sheets. Care and systematic handling 
of papers is essential for the staff ac- 
countant which you are or hope to be. 
In the last examination a candidate 
whose handwriting and grammar were 
bad, began Question 4, part “c”, on 
sheet 5 but finished it on sheet 13, and 
on sheet 6 he gave his answer to parts 
“b’, “ce”, “d” of Question 5 but part 
“a” on page 13. How long would he 
hold a job as a staff accountant if he 
were to include a part of a schedule of 
accounts receivable on one sheet, and 
the balance of the items on another 
sheet with the pavables or fixed assets? | 
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The University of the State of New York 


101lst ACCOUNTANT EXAMINATION 


THEORY OF ACCOUNTS 
Thursday, May 16, 1946—9 a. m. to 12.30 p. m., only 


Read each question carefully and write your answer carefully, clearly and 
concisely. 

Be certain to number your answer to correspond with the question number and 
check (V) number on question paper, but do not rewrite the question as part of your 
answer. 

This paper is intended to test the extent of your knowledge of accounting theory 
and your ability to apply the knowledge you have acquired. Due weight will be given 
to the arguments presented to support your answer to each question, even though the 
examiners may not agree with your conclusions. 


Do not sign your name to the paper. State your examination number. 


Answer the questions as directed under each group. Papers entitled to 75 
or more credits will be accepted. 
Group I 
Answer all questions in this group. 


1 a State two methods of amortizing bond discount on the books of the issuer. 
b Can these methods be applied to bond premium? 
> Using assumed amounts, present a journal entry to record the sale of 
bonds at a premium. 
d What is the proper treatment of interest payments on bonds sold 
expressly for construction of a building? Explain. 


2 a In declaring a stock dividend, what should a board of directors include 
in the authorizing resolution (common on common) to permit the 
accounting determination of the effect of the dividend on surplus ? 

b Give the journal entry to record the issuance of a common stock dividend 
of 5000 shares ($100 par, market value $110 each) where $550,000 of 
earned surplus has been set aside for this purpose. 

> What accounting treatment would you recommend to a recipient of a 

stock dividend, common on common ? 


c 


3 a State briefly the nature of the account Capital Surplus. 
b Give five sources of capital surplus. 
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The 101st New York Certified Public Accountant Examination 


+ a@ Name the three main classifications or components of Manufacturing 
Overhead. 
b Name at least two other designations that might be used in place of the 
term Manufacturing Overhead. 
c State three methods of distributing Manufacturing Overhead and dis- 
cuss circumstances where each of the methods would be preferred. 
5 a State two purposes for which a Statement of Affairs may be used. 
>b Contrast a Statement of Affairs with a Balance Sheet. 
c Give five classifications of liabilities that might appear in a Statement of 
Affairs. 


Group II 

Answer any five questions from this group. No credit will be given for additional 
answers, and if more than five are submitted, only the first five in the order written by 
the applicant will be considered. 

6 Give an example (including mark-ups and mark-downs) showing how 
the inventory valuation is determined at the end of an accounting period, using 
the “retail method.” 

7 Select any tliree balance sheet items (such as cash, inventories, or notes 
pavable) and one income statement item (such as sales or general expense) and 
present, for each such item, byief descriptive information that you believe would 
help ane who has had but little experience with financial statements to understand 
what the items represent. Any type of business may be selected for purposes of 
illustration. A number of companies have furnished such descriptive information 
following the respective conventional headings in their financial statements. 


8 a State five purposes for which funds may be established by an industrial 
company, identifying two of the funds thus created as current assets 
and three as noncurrent assets. 

b Differentiate ‘‘fund” and “reserve.” 
c When may a fund and a reserve be related? Illustrate. 

9 a Comment briefly on the purposes and desirability of explanatory foot- 
notes on the balance sheet. 

b Give examples of the use of three different types of footnotes. 


10 The A corporation computes annual depreciation on its plant on the basis 
of units of production. The plant asset balance at January 1, 1944, was $1,250,000 
and the reserve for depreciation at that date was $395,000, leaving a balance of 
$855,000 to be charged off through depreciation. It was then estimated that, 
starting January 1, 1944, 1,900,000 units would be produced over the remaining 
useful life of the plant. There were 220,000 units produced in 1944. 

No change occurred in the plant account or the depreciation reserve account, 
except for the 1944 depreciation, until January 1, 1945. On that date an item of 
equipment which cost $75,000 was retired and scrapped. The management's 
policy is to charge cost of plant assets retired to the depreciation reserve. On the 
same date new equipment that cost $124,000 was placed in service and payment 
was made in cash for the equipment. It was. then re-estimated that, as a conse- 
quence, there would be produced 2,000,000 units over the remaining useful life of 
the plant from the beginning of business on January 1, 1945. The production was 
245,000 units in the vear 1945. 

Present journal entries with brief explanations to record the effect of the 
foregoing retirement and addition of equipment and for depreciation for the years 
1944 and 1945. 
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11 a What are the principal monthly financial statements that you consider 
the management of a business should regularly receive to provide it 
with the necessary general information as to financial condition and 
results of operation ¢ 

Mention an industry or line of business (indicating size of company, if 
you think it desirable) and give a list of the supporting schedules you 
believe management should receive monthly, in addition to the prin- 
cipal statements called for in a. 


— 


t 
Pa 
8 


State the difference between capital expenditures and revenue expend:- 
tures. 

b Group the following six items in three related pairs: (1) additions, (2) 
ordinary repairs, (3) replacements, (4) maintenance, (5) renewals, 
(6) betterments. 

c A Company constructs an extension of its factory building at a cost of 

$200,000 and pays the cost in cash. The extension is on land leased for 

a period of 20 years and its estimated useful life from an operating 

viewpoint, regardless of ownership, is 40 years. Give in journal form 

the entries that you would make to record the cost of the extension 

and to record the charge for the first year’s depreciation in the 

accounts of A Company. 


The University of the State of New York 
101st AccOUNTANT EXAMINATION 


COMMERCIAL LAW 


Friday, May 17, 1946—9 a. m. to 12.30 p. m., only 


READ THESE INSTRUCTIONS BEFORE WRITING YOUR ANSWERS. 


State your examination number on each sheet. Do not sign your name. Designate 
each answer by its number, in margin at left of ruling. Do not rewrite the question 
either wholly or partly in your answer. Consider each part of each question before 
you write your answer. Write legibly. State answers clearly, completely and concisely. 
File sheets of your answers in the serial order of the questions. 








Answer the questions as directed under each group. Papers entitled to 75 
or more credits will be accepted. 


Group I 
Answer all questions in this group. 


1 a Name four ways in which a contract may be discharged. 

b Define (1) joint contract, (2) several contract, (3) joint and several 
contract. 

c When is a contract (1) entire, (2) severable? 

d Allen accepts a note of his debtor Ben, endorsed by Carr, for a smaller 
sum than Ben’s debt, with the agreement that the original debt shall 
thereby be discharged. Is the contract valid and will the original debt 
be discharged ? 
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2 a (1) What is a bill of exchange? 
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b 


Ss 


5° 


d 


~ 


i=) 


(2) Define the different kinds. 

(3) What are the usual parties to a bill of exchange? 

(4) What is necessary before a liability arises on a bill of exchange, as 

to (a) the drawee, (b) the drawer, (c) a foreign bill? 

Allen drew his check to the order of Burt upon the Yanktown Bank. 
Burt duly presented the check at the bank for payment. Though the 
bank at the time had funds of Allen more than sufficient to pay the 
check, it refused to pay it. Can Burt maintain an action against the 
bank ? 

Ben asked Albert to sign a note as an accommodation maker. Albert 
having done this, Ben endorsed the note for value to Carl, who had 
at the time knowledge that Albert had made the note for Ben’s accom- 

‘ modation only. Can Carl recover the amount of the note from Albert ? 


Allen, a manufacturer in Pittsburgh, sold to Burt, on credit, a carload 
of goods to be delivered at Jersey City at the Pennsylvania Railroad. 
The moment the car arrived at Jersey City the goods were levied on 
by the sheriff of Hudson County on an execution against Burt. Allen 
having learned of this and of the fact that Burt was insolvent, gave 
notice of stoppage in transit to the railroad. Both Allen and the 
sheriff demanded possession. Who was entitled to it? Why? 

Adrian sold a truck to Ben, retaining possession of the truck and accept- 
ing from Ben a promissory note, payable in ten days, for the purchase 
price. The note was not paid when due on presentment, and there- 
after levy was made upon the truck under a judgment obtained by 
Xerxes against Ben. What rights, if any, has Adrian as to the truck? 

Alex agreed to purchase goods from Butler, payment to be made by 
delivery of other goods. After delivery and tender under the agree- 
ment, Butler refused to accept anything but cash and sued for the 
price of his goods. Should he succeed? Why? 

Albert sold goods to Barry. At the time of sale no representations were 
made as to title. The goods were, however, subject to a mortgage 
given by Albert’s predecessor in title, which had been duly recorded 
but of which neither Albert nor Barry had knowledge. Barry satisfied 
the mortgage. Has Barry an action against Albert ? 


A partnership agreement provided for a definite term. Upon the expira- 
tion of that term, the partnership was continued without any new 
agreement. How does this affect the partnership? 

Allen, a member of the firm of Burt and Allen, without Burt’s knowing 
it, sold to Callahan, a bona fide purchaser, in the firm’s name, all the 
assets of the partnership, including merchandise, good will and 
accounts receivable. Was this conveyance good? Why? 

By a written agreement between Ajax and the partnership of Xerxes 
and Yellow, Ajax was to receive for his services to Xerxes and Yellow 
a certain proportion of the profits of the business. Does Ajax thereby 
become a partner (1) as to Xerxes and Yellow, (2) as to third 
persons? 


Name and explain as least six points of distinction between a corporation 
and a partnership. 

Is there any difference between the capital and the capital stock of a 
corporation? Explain. 
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A corporation issues part of its stock to Anderson under a written agree- 
ment that Anderson shall be liable to pay only 50% of the par value. 
The corporation subsequently becomes insolvent, and creditors, who 
innocently loaned money to it after the above issue, seek to compel 
Anderson to pay the balance of the par value of his stock. Is Anderson 
liable? Explain. 

d Allen purchased shares of the capital stock of a corporation. The trans- 
fer and power of attorney on the back of the certificate were duly 
executed by the vendor and the certificate was delivered to Allen. 
The company refused to transfer the certificate on its books. Has the 
purchaser legal title to the stock? Explain. 


Group II 


Answer five questions from this group. Indicate the questions answered by a 
check mark (V) placed at the left of number on question paper. 


6 This question relates to Federal income taxes. 
a What tests are to be used to determine whether or not an item is a 
deductible expense for Federal income-tax purposes ? 
b What are the two most usual methods of valuing inventories ? 
c The Bartlett Corporation, on July 1, 1945, issued to its president 1000 
shares of its common stock in payment of his salary then due. 
The fair market value of the stock was $10,000. The par value 
was $100 a share. On December 31, 1945, the stock was quoted 
on the stock exchange at $5 a share. 
(1) What amount must the president include in his 1945 gross income 
on account of the receipt of the stock ? 
(2) On future sale of the stock, what is the basis on which he must 
compute taxable gain or loss? 


If there are two sureties unknown to each other on the bond of an insol- 
vent principal, and one of them is compelled to pay the whole debt, 
what remedy has he against his co-surety ? 

Allen guaranteed the payment of a note. At the maturity of the note the 
payee contracted with the maker, extending the time for payment. Of 
this, Allen had no knowledge. What effect, if any, did this contract 
have upon Allen’s liability as guarantor ? 

c Adrian is surety for Burns on a contract with Carr. Burns defaults. Carr 
brings suit against Adrian, the surety, who defends on the ground 
that Carr should have first exhausted his remedy against Burns “before 
proceeding against him, the surety. Is this defense good? Why? 

d Allen is surety for Burt on a contract with Canby. Canby holds a 

chattel mortgage on property belonging to Burt, as security on the 

same contract. Burt defaults. Allen is compelled to pay the obliga- 
tion to Canby. What rights, if any, has Allen? Is he entitled to the 
chattel mortgage? If not, why? 


N 
a 


ad 


8 a (1) What are open policies of insurance: 
(2) When does insurance become binding as a valid contract ? 
(3) What constitutes delivery of a policy? 
b (1) Ina fire policy, what losses are covered? Does it cover damage 
other than actual burning? If so, what? 
What is the amount of the insurance company’s liability on an open 
policy (1). without coinsurance, (2) with coinsurance ? 
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re What constitutes an insurable interest in property? 


wee (2) Under what circumstances must such an interest exist (a) at the 
value, time the policy is written, (b) at the time of loss? 
, Who d Allen owed Burt $10,000, Burt took out a policy on the life of Allen 
mpel and paid the premium. Allen paid the debt. Burt continued to pay 
alata the insurance premium on the policy. Allen died. To whom do the 
proceeds of the life insurance go?) Why? 

rans- 

duly 9 a A corporation contracted with the Kay R. R. Company to transport 
\llen. goods. In an action for damages for negligence, the carrier claimed 
is the that the corporation had not lawful title to the goods. Was this defense 


good? Why? 

A railroad company transported goods to their destination and notified 
the consignee that they were ready for delivery. He did not call 

han for them within a reasonable time. After that time the goods 

were destroyed by fire without negligence of the company. There 

was no insurance. 

; (1) Who sustains the loss ? 

1 Is a (2) Is the carrier liable to the consignee for the loss of the goods ? 


A common carrier, through mistake, delivered goods to the wrong 


~~ 
S 


P 
1000 person. What are the carrier's rights and liabilities as to (1) the 
person who wrongfully received the goods, (2) the consignor, (3) the 
ren consignee ? 
ba d A station agent, through error, quoted a lower freight rate to a shipper 
than the real rate. A contract to ship at the quoted rate was 
come made. er 
(1) Is the contract valid? 
poor (2) Can the carrier rescind the contract ? 
10 a Define and differentiate mortgagor and mortgagee of real estate. 
‘nsol- b What is a purchase-money mortgage on real estate? 


debt. c An owner of real estate borrows money and giv es bond and a mortgage 
on the property. Where does the liability for the debt always lie ? 


e the Bota ens r 
Of 11 a What is (1) an executor, (2) an administrator ? 
tract b Where does the authority of each of the following come from: (1) an 
executor, (2) an administrator ? 
Carr c What courts have jurisdiction of (1) executors, (2) administrators ? 
ound d (1) From what time do an executor’s powers relate? 
(2) What are an executor’s duties with respect to collecting assets ? 
— e (1) What is an executor’s account? 
< oe (2) What should an executor’s account contain? 
liga- 12 a In what four ways may an agency relationship be created as to third 
o the ARS. a‘ 7 7 
parties 7 
b An agent has possession of and authority to sell personal property. 
(1) W hat is his implied authority? ‘ 
I 
(2) What is his implied authority to mortgage the property and to give 
a ape ¢ oD 7 > 
credit ? 
mage c What is the rule as to the power of an agent to make and endorse nego- 
tiable paper in the name of his principal ? 
— d How should an agent execute negotiable paper ? 
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The University of the State of New York 


101st AccOUNTANT EXAMINATION 


THEORY OF AUDITING 
Friday, May 17, 1946—1.30 to 5 p. m., only 


Read and consider carefully each question before answering. Write your answer 
clearly and concisely, being particular to express your own knowledge, for on that is 
based the rating. Avoid quotations from authors. Designate each answer by number 
and check (V) the number on the question paper, but do not rewrite the question as 
part of your answer. 

Credit will be allowed not only for accuracy of answer but also for technic. 


Do not sign your name to the paper. State your examination number. 


Answer all questions. Papers entitled to 75 or more credits will be accepted. 
1 Using your own figures, prepare audit working papers covering four of the 
following items: [40] 
a Factory buildings and reserve for depreciation 
b General manager’s profit-sharing bonus 
c Treasury stock 
d Royalty income 
e Sales and cost of sales of building lots sold by a realty company 
Working papers should be concise but sufficiently informative to enable your 
supervisor or principal to check the report during your absence and satisfy 
himself with respect to auditing procedures. Neatness and form of presentation 
are important. Illustrations should be sufficiently complex to indicate your 
experience and familiarity with the subject matter. 
2. Prepare a questionnaire to be used in the evaluation of internal control 
relating to property, plant and equipment. [10] 
3 What are the legal responsibilities of a public accountant with respect to 
work done by him as a professional auditor? Discuss. [10] 
4 List the standard audit procedures for the examination of one of the fol- 
lowing: [10] 
a Special assessments records and related bond records of a small munic- 
ipality. 
b Security-control records of a stock broker 
c Rent-control records of a real estate operating company 


5 Lapping has been described as a practice in which the improper abstraction 
of cash out of current receipts is covered by the omission of an entry or entries of 
receipts represented by checks. These checks are then deposited in lieu of the 
cash abstracted. Later entries are made for the items previously omitted and the 
shortage is either made up by the return of the cash abstracted or continued by 
the failure to enter other receipt items. Outline and discuss briefly an audit pro- 
cedure that would disclose the existence of the practice described. [7] 

6 Your client, a manufacturer with a large and active inventory, takes his 
raw-material inventory as of the close of business on December 31 and “cuts off” 
as of that date, but the inventory taking is not completed for several days there- 
after. Describe your auditing procedures with respect to the related incoming 
and outgoing material records. [10] 
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7 A client corporation requests you, as auditor, to sign published statements 
of its expected earnings. What position would you take with respect to the 
request? Give reasons. [5] 

8 Answer bothaandb: [8] 

a Why is a second bank reconciliation at a date subsequent to the balance- 
sheet date desirable as part of the verification of cash in bank? 

b What special procedures are of primary importance in connection with 
the second reconciliation ? 


The University of the State of New York 


101st AccoUNTANT EXAMINATION 


PRACTICAL ACCOUNTING—Part I 
Wednesday, May 15, 1946—1.30 to 6 p. m., only 


The Practical Accounting paper consists of part I and part IT. 


State your examination number on each sheet. Do not sign your name. 
Consider carefully each requirement of each problem. Designate each solution 
by number. Consider technic and neatness as carefully as mathematics. 


Answer two questions as directed. The figures in brackets indicate the number 
of credits allowed. 


Answer question 1 and either question 2 or question 3. 

1 From the following information, prepare corrected condensed income state- 
ments of B-V Co., Inc. for 1942, 1943, and 1944, and the adjusting entry appli- 
cable to the balance sheet of B-V Co., Inc. as at December 31, 1944. [30 

Condensed statements of income of B-V Co., Inc. for 1942, 1943 and 1944 
prior to correction are as follows: 




















Particulars Year ended December 31 
1942 1943 1944 

BOGUS 5s tease wares ccna Far arson inl a SE eee $150;000 $200,600 $400,000 
Cost of sales (direct materials, direct labor, and mga 

applied manufacturing overhead)............ $100,000 $135,000 $265,000 
Add underapplied or overapplied manufacturing 

Lot: Cr | a ae IPS i Re Be teh nly Be (1,500) 700 2,000 
WORE ON alesse circ. ceiscncs.s Gna sa Lee ed $ 98,500 $135,700 $267,000 
Gross Hraht On Gales. i. saccicsasa cece awccuvan $ 51,500 $ 64,300 $133,000 
Selling, administrative and general expenses.... 40,000 45,000 55,000 
Net OrOnt Ol GPerations. «= .:...a. a6 ocnceee eins $ 11,500 $ 19,300 $ 78,000 
Oiher uieome: CHEE) .6c<65. sc recs eo ctadvesteees 5,000 1,000 4,000 
Net income before taxes on income............ $ 16,500 $ 20,300 $ 82,000 
Provision for federal and state income taxes.... 4,125 6,090 32,800 
DEES TS a oa REIS cree 2a) eee er $ 12,375 $ 14,210 $ 49,200 
1946 461 








The New York Certified Public Accountant 


Relevant data are as follows: 

(1) Sales and gross profit in the income account for 1942 and 1943 include 
undelivered merchandise ready for inspection by purchaser but not inspected and 
not shipped at the end of the respective years. The sales agreement on this 
merchandise provided for inspection before acceptance and delivery. The selling 
price of such merchandise was $25,000 in 1942 and $15,000 in 1943; the gross 
profit based on selling price was 36% and 40%, respectively. 


(2) The inventory is ascertained to have been understated by $8,000 at 
December 31, 1942, as the result of a clerical error in the extensions of inventory 
prices and quantities. 


(3) On July 1, 1942, first mortgage, 4%, 20-year bonds having a par value 
of $50,000 were issued at a premium of $4,000. This premium was treated as 
“other income” in 1942, 


(4) For purposes of this problem, the effective rates of taxes on income of 
B-V Co., Inc. may be considered as being: 1942, 25% ; 1943, 30% ; 1944, 40%. 
Also, for purposes of this problem, disregard interest on tax adjustments and 
carry all tax adjustments, debit or credit, through a reserve for federal and state 
lilcome taxes. 


(5) Plant and related depreciation reserve control accounts appear in the 
general ledger as follows: [Over-all, straight-line depreciation rate of 10% is to 
be considered acceptable. | 

Plant Control 





Date Dr. Cr. 
1/1/42 RR RN RRO I cS oS) sary Sal arn Geter wxpe a Oeiee cares $200:000)5 gc eccdecs 
4/1/43 BEREAN AN MIEN Fo a ace-arach véxevatelanevesaum ord Wibinve eierere SURI) classvarerete-s 
7/1/43 RENO FE oars oe Seiwa asia’s aie eM siaies WMS awrecoS BOO waives 
Bae Oe ORIN Fa iin tras Wrens 6. Saas KEES BOER REE DC $260,000 


Reserve for Depreciation Control 


Date Dr. Cr, 
ELE PRI ES) EOE SS 50 DP eo Pe ee $60,000 
RSPARPAS. AICP OCI AIO Fata is 0:56 80159-6555 alee sincs'sieradie.. oe esinw oe 20,000 
Dest IS SPD ERCHAUIOID TSU Ze) | 5. 6.5:4'0 610 oie 0a /oce biel wietereete:) Reterersieves 23,750 
M27 SI Ae. WPOOTERIBTON Jal s—). ok 6 ois vicarsre cidisigssia Uomo sia se eoretorserna 26,000 
Be eR AR UNICO 25 aaa wie's oa jel aruie @ oon steivinieve coe eine eae SIZOFSO kaieiaec 


(a) Vo. 411: Cost of completing extension to factory building No. 1, 
$50,000 

(b) Vo. 7-11: Cost of repairing storm damages to roof of factory, $10,000 

(c) A unit of machinery included in the plant control at $5,000 and having 
a net depreciated book value of $1,000 as at December 31, 1944, was 
discarded on that date. No entry was made to reflect the retirement 
in the plant or related reserve accounts. 


2 From the following information prepare an income statement, showing 
therein appropriate manufacturing cost variances of Bunsom Co. for January 
1946, supported by journal entries of transactions for the month: [20] 

The Bunsom Co. makes unit M. The manufacturing of unit M is based on 
three successive and continuous operations, namely, operations M-10 to M-12, 
inclusive, in which the manufacturing cost of such unit is developed as shown by 
the following tabulation of percentages of cost of manufacture: 
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Percentages of Cost of Manufacture of Unit M 











Operation Material Labor Overhead 
|.” 5) ERE rs oan QWOUGe: cc kece AUGe ven ccuee: 40% 
rep Peres: Sewlgreissrus sre saeeate | eaaeaaee ae | iw seaad 40 
1.) Eo ee eet SU0W lL ekcauee y | Seer cere 20 

HNO oii ox cry 7ehocreses TOGO: secsc es MOOGG crescieies 100% 


[The company does not record the actual labor charges applicable to each opera- 
tion. | 

The Bunsom Co. operates a cost-accounting system based on standard costs 
which are incorporated in the manufacturing cost accounts. The differences 
between standard costs and actual costs are reflected in appropriate variance 
accounts, namely, material price, material usage, direct labor rate, direct labor time, 
and over-all manufacturing overhead. The material price variance is assumed to 
be realized at the time of purchase, irrespective of time of usage. 

The standard manufacturing costs used for unit M (based on a planned 
monthly production ranging between 8,000 and 12,000 units) are as follows: 

Per Unit M 


Quantity 
or Hours Amount 





Material 
Item M-a (issued in operation M-10)............cccccccscce 1 $ .50 
Item M-b (issued in operation M-12)..............eee scenes 1 2.00 
Direct labor (total for all operations at uniform rate of $5 per 
RONEN IS. 5c, Bis sai 50 Ne AW Ry or RA Ole SEU ER eT MAE Rae Y% hr 25 
Overhead (applicable to operations as a whole) 
NSRP. EIGIISOS: 5:03; 5.0; a: el ova 6. 0: ccornso leew SRR Asa bee Selecta a orn a 60 
MIMOC GRNCTSES: 6. s.ncic da bce wertie nine ake nied as oe CeeNe ane ee ee 90 
$5.25 


The inventories applicable to Unit M as at December 31, 1945, stated in 
accordance with the foregoing schedule of standard costs, are as follows: 

Material—Item M-a 100 units; item M-b, 100 units 

Work in progress—50 units complete through operation M-10 

Finished goods—none 

Transactions during January 1946 are submitted as follows: 
: Pisin voucher register reflects applicable transactions paid and incurred as 
TOLOWS : 





Material purchases Amount 
Hen M-a-—P2)000 tinits @: S45 per Uitte iss ccc cdde seme vee eceea amendas $ 5,400 
item. D4-b—1Z2 O0@ units @ 2.30 Def Uilt.ccccscaecsnccedcewcsecesecaoneaon 25,200 

Payroll for all operations 
Direct labor—3 100 hours @ $1.2625 per 34 Hf. 206 csincscccce dewecseeseees 15,655 
MRCEIRG GE: CATO oo 6: 5555.55 ae cd vies wie Siw piar tubo decal We 6 aNe RUSE Soa Tr ee 1,500 

Manufacturing overhead, other than inditéet 1abot. «sé oc ccccceecacccsaceaces 15,000 

pening. admumistrative atid general EXPENSOSa << ci.ccccccwcsceswcaeeslaeetenies 25,000 


Other facts are: 

During January 1946, 11,000 units M were transferred to the finished goods 
warehouse and 10,500 units were sold at $9 per unit M. 

As at January 31, 1946, 100 units of work in progress are complete through 
operation M-11. 
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Stores requisitions indicate issuances of material items M-a and M-b in the 
quantities required for the production carried through the respective operations, 


A supplementary stores requisition, however, indicates that the quantity of item . 


M-a actually used was 2% in excess of the standard quantity required. 


3 From the following information, prepare a work sheet for Middle City for 
the year ended June 30, 1945, showing opening balances, entries in the various 
accounts to reflect transactions for the year, and fund balance sheets at the end 
of the year. [20] 

The fund balance sheets of Middle City at July 1, 1944, are submitted as 
follows: 

MIDDLE CITY 


Combined Balance Sheet—All Funds—July 1, 1944 














Assets General Fund Liabilities, Reserves and Surplu 

RMR MER ess Schg staan otdiyi ores eaters $ 50,000 Accounts payable: <....0602%s00 $ 30,000 
Reserve for encumbrances.... 5,000 
Taxes receivable—delinquent. . 25,000 Due to revolving fund........ 5,000 
Unappropriated surplus ...... 35,000 

Long-time advance to revolv- Unappropriated surplus —ad- 
POR MRDiy so aces < vaso ekaaees 15,000 vance to revolving fund..... 15,000 
$90,000 $ 90,000 

Transportation Revolving Fund 

OS CES ee eee Te $ 10,000 Long-time advance from gen- 
Due from general fund........ 5,000 iE SEINE a5 0- 5x ecierciaare dees ore 15,000 
$ 15,000 $ 15,000 
$105,000 $105,000 











Transactions for fiscal year ended June 30, 1945: 

(1) Estimated total revenues are $200,000, including $75,000 of miscellaneous 
revenue. 

(2) Apropriations are $175,000. 

(3) The council levied property taxes in the amount of $125,000. Based on 
experience, the expected losses will be 5%. 

(4) Receipts from current tax revenues amounted to $85,000 and receipts 
from miscellaneous sources amounted to $80,000. 

(5) Delinquent taxes received were $23,500 and the balance is considered 
uncollectible. 

(6) General fund materials and supplies received and vouchered for payment 
amounted to $95,000, including $4,000 in complete fulfillment of all orders out- 
standing at July 1, 1944; budgeted orders placed amounted to $100,000, and 
orders outstanding at the end of the year amounted to $4,000. 

(7) Salary and wage payments amounted to $72,000, as budgeted ; vouchered 
bills paid were $90,000. 

(8) Collections on taxes written off in prior years were $1,650. + 

(9) Taxes collected in advance were $1,000. 

(10) In order to finance the construction of certain local roadways, the council 
voted to set up a special assessment fund and levied a special assessment of 
$75,000 on January 1, 1945, collectible in equal proportions over a period of three 
years, with interest from date of assessment at the rate of 6% per year. 
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(11) Pending collection of special assessments, 5% bonds in the amount of 
$25,000 were sold at a premium of $200 on January 1, 1945. The amount of 
premium is considered too small to be amortized over the life of the bonds. 


(12) Construction contracts were let in amount of $50,000. 
(13) Contractors were paid $20,000 less 10% retained percentage. 


(14) Special assessments collected amount to $23,000, representing $22,500 
principal on current assessments due for the payment of bonds and $500 interest 
on deferred assessments to pay interest on outstanding bonds. 


(15) Outstanding bonds of $12,000 were paid, plus interest of $625. 


(16) The transportation revolving fund purchased trucks for $9,000, of which 
$5,000 remains unpaid on open account. 


(17) The transportation revolving fund charged the general fund for 
transportation services applicable to general fund activities in the amount of 
$3,000 at cost, including depreciation on trucks of $1,200. 


(18) The transportation revolving fund was paid $6,000 by the general fund. 


The University of the State of New York 


101st AccOUNTANT EXAMINATION 


PRACTICAL ACCOUNTING—Part II 
Thursday, May 16, 1946—1.30 to 6 p. m., only 


State your examination number on each sheet. Do not sign your name. 


Consider carefully each requirement of each problem. Designate each solution 
by number. Consider technic and neatness as carefully as mathematics. 


Solve both problems. Figures in brackets indicate the number of credits 
allowed. 


_ 4 From the information submitted hereafter, prepare a corrected balance sheet 
of The Acme Trading Company as at December 31, 1944. [35] 
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THE ACME TRADING COMPANY 
Balance Sheet, December 31, 1944, per Books 


Current Assets 
ROA BEIMEN IRENE Bsa cs Gh SAS i tec Si yt oad ieee te ces I ad dc Ore 
PACCOUIIS ANG TOCES TOCCIVADIC « o.6.5-c's a4 )s-a-k.o.9 013's00'e op eck Slee $105,000 
REBES -mEORET VOC IOC AE OES 6 oc: 5 eck sic bie cle Sos Cs ene ee ea 2,400 


PMR E ON COPIES INE ROO OEE 5 5 5.5.15:5 Sys laf0.ee Soar pid dis SRO alee es aio 
Property 

Ye OR a ee ES ee are Me ee SN 

SD MREIMBIRRREIS Si. go cis 5 ora ocd oie andi 6: wield ots at ORR ENS $ 70,000 


Less: Reserve for depreciation................ 16,300 53,700 


thr 


35,000 


Machinery atid €quinnient s....6.c5556 005 6 ik eee $130,000 
Less: Reserve for depreciation. .... 6.006600 00 39,000 91,000 





SMNRNS MU RRUOMNEO EN? a hig 5 Sosa. 5 cic Todas lo hanavsn oc ts tea beral Gre TReIIE Ol LET ALOE 
Investment in subsidiary company—The Smith Company................ 
eT OT SIREN © SOT SREIOE MIOTG oo. ec5 40055 cores gre 4:h0 wera daly wleaeleibiealearelereie 
Unamortized discount on serial bonds payable............. 20. c cece cence 


Current Liabilities 
eT ie OSES cc 7 | a a oe a ane a I IS Pa 
ee EA Ie 7 9 Re ee nN IN eee 
1ST ERENCES P| a 0 | mn Pe a eR a 
Pe MRM PANE TREE ROE cso pak es calle nak etase acs pips alain Gre eck ls OES ie oo 
EeeImated TEGETAl INCOME TAXES HAVADIE «'«.«.o/6.<0:60/5:600,<, 0.005000 s oucdio sie 
Serial bonds payable, 414%, series A, due January 2, 1945............... 
Interest on notes receivable—collected in advance...........eeeeeeeeees 


ges V UR aT e cert haga £11! i") 2): anager 
Fixed Liabilities 
Serial bonds payable, 414%, series B to J, due at one-year intervals, 


$151,200 
102,600 
182,000 


$43 





on 
[e-s) 


00 


$179,700 
30,000 
14,000 
4,950 


$664,450 








$ 10,000 
10,500 
130,600 
5,800 
12,000 
10,000 
350 


$179,250 








beginning January 2, 1946, and ending January 2, 1954.............. 90.000 
Deferred Credits to Income 
Customers advance payments for merchandise deliveries to be made 
TP Oe ISIS A eh ean Eas on See Gee Pye ae pee een MU een ee ee 12,000 
Capital 
Capital stock—common: authorized 1,000 shares, issued, out- 
standing and in treasury 500 shares....... $ 50,000 
preferred: authorized $100,000, issued and out- 
StAHGING GUN SHALES .:<:5 sas cieisiecbrs se os ge acl 60,000 
MD IMN RY o eet fo ere hace cca ete ohare aise Soe Oe aiote Pe SEs Tc De ea $110,000 
RPM Eee RE ENEENE ES sca cats oor c ce avaners (oer slew ACTS ein iel oointelioreie hein hal pia Sila 106,500 
Earned surplus 
PeatAtICG, JABUATY A, OG sa-die5.cre.0% -<scis)ule oiavasevs $150,200 
\dd: net income for year ended December 
Sa N ee Cacia eis Wim Ronse) 8 KIO Ire S ace pals Nae wes 25,500 
$175,700 
Deduct: purchase cost of treasury stock..... 9,000 166,700 383,200 
$664,450 
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$151,200 
102,600 
182,000 


$435,800 





$179,700 
30,000 
14,000 
4,950 
$664,450 











$ 10,000 
10,500 
130,600 
5,800 
12,000 
10,000 
350 





5179,250 
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Additional data, determined in examination of the accounts: 


(1) Cash in banks includes $15,000 in a special bank account, segregated to 
meet estimated cost of a building extension for which the contract was let early 
in 1945, 


(2) Accounts and notes receivable includes an amount owing from an officer, 
$4,000, payable on demand, and has been reduced by $1,250 owed by the company 
to various employees. 

The reserve for bad debts is computed at 114% of total gross sales. 


(3) The inventories include advance payments of $6,000 made by the company 
to its suppliers for merchandise to be manufactured and delivered March 1, 1945. 

Merchandise purchased for $5,000 in December 1944, and remaining unsold 
as at December 31, 1944, was financed through notes payable to banks, collateral- 
ized by trust receipts. 

The basis of inventory valuation is cost or market whichever is lower. 


(4) The property accounts, with the exception of land, are stated at cost less 
accumulated depreciation. In accordance with a note of the directors the book 
amount of land was increased $10,000 over cost on the basis of an appraisal by the 
X Engineering Company as of July 1, 1944. This increase was booked as a debit 
to land account and a credit to capital surplus. Machinery and equipment 
includes a machine costing $8,000 and having a net book value of $4,500, which 
has been segregated and made available for sale. Price offers received from 
prospective purchasers indicate a probable sales value of $3,000. 


(5) The investment in The Smith Company represents the purchase price of 
80% of the outstanding stock of The Smith Company. The acquisition was made 
on January 2, 1944, at a cost of $30,000 or $2,000 more than the underlying book 
value of the subsidiary’ s net assets as of that date. During the year the Acme 
Trading Company credited to income account $4,000 dividends paid by The 
Smith Company from its earned surplus. The net earnings of The Smith Com- 
pany for the vear 1944 were $2,000. 


(6) The redemption fund for serial bonds represents cash which had been 
turned over to the trustee for redemption of these bonds as they mature. 


(7) The book amount of unamortized discount on serial bonds payable repre- 
sents 90% of a total discount of $5,500 involved in the issue, as of January 2, 1944, 
cf $100,000 serial bonds, maturing at one-year intervals, in equal amounts of 


$10,000, beginning January 2, 1945. 


(8) The preferred stock (par value $100 per share) is 5% cumulative and 
has a liquidation preference of $110 per share ; undeclared dividends accumulated 
to December 31, 1944, equal $5 per share. Common stock (without par value) 
was issued for cash at $200 per share, of which the directors voted to carry one half 
to capital surplus. 


(9) The capital surplus account has been charged $3,500, representing the 
amount of a fire loss on buildings, to the extent not compensated for by insurance, 


sustained October 15, 1944. 


(10) The earned surplus account has been charged for the purchase of treasury 
common stock at $9,000, or $1,000 less than the originial issue price. Such stock 
is cancelled by the Board of Directors, with the “approval of stockholders, in 


January 1945. 
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(11) The balance sheet fails to reflect these two facts: 
(a) An accommodation indorsement by the Acme Trading Co. on a 
6%, $10,000 demand note of the Smith Company, outstanding as 
at December 31, 1944 
(b) An acceptance by the Acme Trading Co. of a $1,000, 30-day time 
draft, dated December 15, 1944, drawn on the company by a trade 
creditor in favor of the latter 


Nore: Ignore the effect of any 1944 income adjustments on the tax liability 
for that year. 


5 From the following information determine taxable net income of Mart Co., 
Inc. for purposes of the 1945 United States Corporation income tax return: [15] 

Mart Co., Inc. is a dealer in personal property and, for purposes of the United 
States income tax, reports gross profit on sales on the installment basis. Accord- 
ingly, gross profit realized and reportable each year is X dollars (cash collections 
on installment sales of current and prior years times the gross profit percentage 
during the respective year of sale). Worthless accounts are deducted in the year 
of default; a provision to a reserve for bad debts may not be deducted. With 
respect to repossessions, a deduction may be taken to the extent of the excess of 
the unrecovered cost over the salvage value of the repossessed merchandise. 


(1) Income etc. items for 1945: 


Particulars Amount 
BAES—InStallMENt 6.0.06 cei dae ose MisScnsnituedens My cs a2 velcanssihis wienatioetert aes $1,000,000 
ETE EGS CL 6 Ee oo oe re es rar en a8 90,000 
Cost of goods sold—installment........... atest eoeend Pia sent denne anne ae 650,000 
Gat ait Goods GOlI0——restiiar ANG CASI ii6 bose n.d bos hoe dard awe ws eee es 60,000 
Sepene st) Ot iia DORUS. s.c10e:e oc hs seh 5G ots aoe lad sadeoemene eee 4,500 
Recovery of bad debt (uncollected regular account receivable) charged off 

EEG SOAR PIS Bio g co cre: rove 8) 6 G18 GRINS Wa oa ATO AS wae NSE DECOR 175 
Gain from sale of 500 shares of Young Co. common stock................ 1,050 
EE TOT gs OC) 1 TE RO RR a Oo 35,000 
IUGES ALOE Sale OL Old) INACAMOLY 6 fois 6 os Ghee as Soins waawen Gamerares esr’ 450 
DISE GApitar 1056 Carey-OVen tLOmi 1 94S «5.8 iaioi9 sa lniaie o's.0h dno ee eleewle siete 225 
Federal income tax deficiency for 1941, including interest $480*.......... 2,980 
Provision 4or federal imcomie stax: 1945 ois. 65 55 os ace 6 kip wien id's a a oldicin 35,000 
OES TSE SBOE PEE CT | Rae eel Se ee oe ee eh eI 13,500 
1944 personal property tax paid, including interest $20*................. 520 
BEN ANNE D ote ore b fk cra. ca ute ea! ts Soa eros SIR Nas pao RNS lite! whosben pedis wo eoraucte 9,500 
ST oe ga Ce) ie Oa nbs Mr aie cee ahaha as eee 8,000 
Personal property tax for 1945........ Sater csediaubeishd Geren tie aioe recone 590 
Real property tax for 1945........! Betray sedis Re OE re ees 1,250 
PIE MOSS HNTECOVEred Dy INSULANCE so... ise dk cd se oops bos eee be bees asieeoe 1,800 
Net operating loss deduction........ ciara aon toa Goce ua harman Meters 12,500 
WIIPAMENAS “Paid: tO. StOCKHOIGETS «- 35.05.55 5 siceisico-dacals aio oca slabs wi oS b acorns ew de 15,000 
eer AO WanleVGUGUCHIONS 6.0.00 60:00 dis aisinseigsawetaweee cused ve deen a 125,000 
Provision for bad debts (installment, $3,000; regular, $600)............... 3,600 
Unrealized gross profit on installment sales as at December 31, 1944...... 322,800 
Bad Gebts written Ol, TE@ular ACCOUNTS... 6cc.< ccc cs onds vaio Ons ied eule vielen 400 


* Interest paid on liability for taxes assessed during 1945 
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(2) Accounts receivable—installments analysis for 1945: 


Particulars Year of sale—installment 
Total 1945 1944 1943 1942 
Debits 
Balance, January 1, 1945 ........ $ 970,000 $ $640,000 $310,000 $20,000 
TT Es es SE ae) aCe ee rn 1,000,000 1,000,000 





$1,970,000 $1,000,000 $640,000 $310,000 $20,000 

















Credits 
Cash ‘collections: ......0< 4. .0%s0 $ 897,000 $ 295,000 a 000 $280,000 $17,000 
MEDOGEESSOOS® vics cieveis os cesiwas 66,500 45,000 15,000 5,000 1,500 
Eine CLGUES 8 oo ig ok aisie os asorereoriaie 6,250 3,250 2,500 500 
$ 969,750 $ 340,000 $323,250 $287,500 $19,000 
Balance, December 31, 1945..... $1,000,250 $ 660,000 $316,750 $ 22,500 $ 1,000 





* Fair market value of merchandise repossessed (established on the basis of cost less depreciation and 
refurbishing expenses), $35,000. The total net loss involved (after deduction of fair market value and 
unrealized gross profit) is $8,600. 

** After deducting unrealized gross profit the total figure is $4,195. 


(3) Unrealized gross profit on installment sales as at December 31, 1944, per 
the 1944 income tax return: 








A ts ' 
Faia je pres iy Unrealized gross profit 
Sale installments Per cent Amount 
1942 $ 20,000 30% $ 6,000 
1943 310,000 32% 99,200 
1944 640,000 34% 217,600 
$970,000 $322,800 . 
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Accounting Questions and Answers 








The following inquiries were re- 
ceived at the office of the Society from 
two of our members. They were re- 
ferred to the appropriate technical com- 
mittee of the Society and answers there- 
to were furnished direct to our cor- 
respondents. However, since the ques- 
tions and responses appeared to be of 
sufficient general interest, they are re- 
produced herewith for the general in- 
formation to our members. They rep- 
resent the considered opinions of those 
responding but in no event are they to 
be considered as official promulgations 
by the Society. 

I 

Question: The opinion of the Com- 
mittee on Administration of Account- 
ants’ Practice is requested on the fol- 
lowing matters: The firm of John 
Smith and Company, Auditors and 
Accountants, is composed of three part- 
ners—one a certified public accoiintant, 
one a lawyer, and the third a layman or 
public accountant. The lawyer ob- 
tains legal business, from which legal 
fees are derived. This legal business 
is obtained in his individual capacity 
as a lawyer, and not in behalf of the firm 
of John Smith and Company. Inquiry 
is made regarding the legal and profes- 
sional rules in respect to the participa- 
tion in the mcome derived from the 
accounting and legal practices. 

Answer: First, as to the account- 
ing practice—There appears to be no 
barrier, legal, professional, or other- 
wise, to the members of this firm parti- 
cipating in the income which it derives 
from its accounting practice. This po- 
sition arises because, until quite recent- 
ly, and even now only in a minority of 
the states, there has been no registra- 
tion or licensing of public accountants 
as such. Therefore, anyone who wished 
to do so might call himself a public 
accountant and practice as such. The ac- 
counting profession, through its organi- 
zations, has never raised any barrier to 
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partnerships composed of certified pub- 
lic accountants, lawvers, and others. A 
lawyer and a layman, therefore, can 
practice as public accountants in most 
states and enter into partnership witha 
certified public accountant. The firm 
cannot hold itself out as a firm of certi- 
fied public accountants. 

Second, as to the law practice—My 
Committee is not qualified to express 
any opinions. It is my personal view 
that a lawyer is not permitted to share 
his legal fees with an accountant or a 
layman. As to the right of a lawyer to 
practice law in a case such as that given 
by you, I refer you to Page 3 of the 
October, 1945, issue of “The Certified 
Public Accountant,” the bulletin of the 
American Institute of Accountants. 
May I also call your attention to the 
fact that this subject is presently under 
discussion by the National Conference 
of Lawyers and Certified Public Ac- 
countants, and I am advised by its 
Secretary that there may be some fur- 
ther clarification of the points that you 
raise. 

II 

Question: As a member of the So- 
ciety I would like to have information 
with regard to the following setup re- 
garding wages paid members of the 
accounting and office staff of an ac- 
counting firm, as far as they relate to 
the Wage and Hour Act: 

The permanent employees of this 
firm are five in number, which is less 
than eight which we believe constitutes 
the requirements of the Wage and 
Hour Act. However, in the peak 
season from January 1 to April 15, 
prior to this year we put on two extra 
full-time employees. During this year 
we had three extra full-time employees 
and also about three part-time em- 
ployees in addition to the aforemention- 
ed number of full-time employees. 

All of the employees are paid on an 
hourly rate which is figured on a 38 
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hour week, which is our normal week. 
This constitutes a salary of 38 times 
the hourly rate. Anything over 38 
hours was paid at the regular rate. 

I would like to state that all our work 
is within the confines of New York 
Stafe and therefore does not appear to 
be interstate employment. 

Of the aforementioned employees, 
three at least receive, under normal 
conditions, more than $200.00 per 
month. 

Can you enlighten us as to whether 
we are subject for time and a half as 
well as any penalty fines under the 
Wage and Hour Act? 

Answer: Your letter addressed to 
The New York State Society of Cer- 
tified Public Accountants, has been re- 
ferred to the Society’s Committee on 
Administration of Accountants’ Prac- 
tice. We discussed your letter at our 
last meeting, and I am conveying to you 
the opinion of those then present. 

At the outset, it should be stated that 
the questions you raise are largely legal 
in character. We do not, nor can we, 
make any attempt to express legal 
opinions on such matters. Moreover, 
all those present were in agreement that 
an exceptional degree of uncertainty 
exists with respect to the extent of cov- 
erage of the Wage and Hour Law and 
its applicability to employees in the pro- 
fession of public accounting. There- 
fore, we are giving you what amounts 
to a cross-section of business judgment, 
based upon the experience of those 
present at our meeting. 

It was our opinion that, were we in- 
dividually faced with the problems and 
circumstances vou have described in 
your letter, we would pay overtime at 
one and a half times the regular hourly 


rate for hours in excess of forty in 
any one week to all employees except 
those on your professional staff receiv- 
ing $200 per month or more. In the 
case of these exceptions, we would pay 
overtime to any one who did not fall 
unquestionably within the classification 
of “professional,” as defined by the 
Wage and Hour Division. There is 
also a possibility that you have on your 
staff an “executive” or “administrative” 
employee. Here again we would pay 
overtime unless that employee fell un- 
questionably within the classifications 
as defined. 

The business judgment of those pres- 
ent was based very largely on: 

1. the heavy penalties attaching to 
even innocent violation and fail- 
ure to make payment of overtime 
when due; ; 

2. the fact that we believe that many 
accountants, even though firmly 
convinced that the Law was not 
intended to apply to professions, 
have paid overtime to profes- 
sional workers receiving less than 
$200 a month, rather than face 
the financial hazard involved in 
error ; 

3. our belief that your temporary 
employees would be counted as 
part of your staff; and 

4+. the disposition of the regulations 
to read in the most liberal manner 
the section of the Law relating 
to interstate commerce. 

We trust that the above expression 
of business judgment may be of some 
value to you. We recognize that it is 
conservative in character, but we sug- 
gest that, should you decide not to fol- 
low it, you seek legal guidance before 
departing too far therefrom. 


COMMITTEE ON ADMINISTRATION OF 
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To the Editor of The New York 
Certified Public Accountant: 


The purpose of this letter is to re- 
examine certain statements and 
thoughts which appeared in the March, 
1946, issue entitled “Random Thoughts 
of a Young Accountant”, by Mr. Eli 
Mason, under the heading of “The 
School of Accounting and the Student.” 

Mr. Mason believes that we need a 
new course in “practical accounting”. 
One of the criticisms voiced of our 
accounting schools is that they do not 
graduate senior accountants. Now I 
think most people will agree that the 
academic and the business world are 
two very different worlds. While our 
schooling prepares us to make the 
transition an easy one, it is not usually 
negotiated in one stride or in a matter 
of minutes. To expect everybody fresh 
out of school immediately to commence 
to supervise field engagements, is en- 
gaging in vivid flights of imagination. 

Nor is this the fault of our schools 
of accounting. I think it is basic that 
first of all we have to recognize that 
there is the undergraduate school and 
the graduate school. The function of 
the undergraduate school is to train 
our men in the liberal arts and sciences, 
and certainly accounting comes under 
one of these headings. By this we mean 
our graduates will have studied and 
learned history, a foreign language, a 
physical science, government, English 
composition and literature, and also 
accountancy. He will have learned 
that he is a member of a society which 
owes its laws, customs and material 
wealth to the contributions of countless 
ages. He will take his place in society 
and the world of business knowing 
what has been given before him, and 
what is expected of him. 

Most important he will have learned 
how to think. Teaching of so-called 
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‘practical courses” is entirely secondary 
to the prime objective of learning how 
to think. After all, accounting is only 
good common sense applied to business 
situations. By all means let us have 
courses in accounting theory, auditing, 
cost, estate, brokerage accounting and 
so on down the list. But do not let us 
lose sight of the main principle, logic 
and clear thinking, 

The emphasis on “practical courses” 
should be left to the graduate school 
where the men have probably had busi- 
ness experience and are better able to 
profit from such specialized courses. 

The author of the article in point goes 
on to request a new course “that will 
instill in intelligent and inclined stu- 
dents a desire to pursue the study of 
the profession rather than to abandon 
accountancy as a dull and unimaginative 
subject”. The field of accountancy is 
wonderously varied and interesting. I 
can hardly think of anyone abandoning 
it as dull and unimaginative. 

The function and relationship of the 
accountant to the business community 
is demonstrated and developed in every 
accounting subject. To make this a 
separate object of inquiry is definitely 
superfluous. 

Our author goes on to require in- 
struction as to the types of accounting 
firms in the profession, the nature of a 
junior, semi-senior, and senior account- 
ant, the reason for a tax department and 
a report department, etc. These are 
simple facts of life which mean nothing 
in school and are mastered in five 
minutes or at worst in a day on an actual 
job with a real accounting firm. 

In regard to lessons on conduct and 
demeanor in a client’s office, this is not 
a one course affair. Proper behavior 
methods should be instilled in the stu- 
dent during his four years of residence. 
He should be constantly improving him- 
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Correspondence 


self along these lines while studying 
all of his subjects, not alone account- 
ancv. The spirit of courtesy and tact 
should be ingrained from the start and 
not added on as some appendage. 

In summation I find that [ cannot 
agree with any of the propositions of 
Mr. Mason concerning a new course 
in “practical accounting’. I restate my 
position by repeating, “Teach account- 
ing theory, problems, logic and clear 
thinking.” 

Very truly yours, 
CHARLES WEITZ, 
New York, N. Y. 
July 24, 1946. 
To the Editor of The New York 

Certified Public Accountant: 

[I was glad to note Mr. Stephen 
Chan's contribution to an ever current 
subject, “The Supervision and Review 
f Accounting Engagements” which ap- 
peared in your May, 1946, issue. Un- 
fortunately, Mr. Chan’s article barely 
scratches the surface of detailed pro- 
cedures surrounding the examination 
of working papers. Of course, the 
establishment of standards for review 
procedures is rather difficult because 
of the very nature of the task. How- 
ever, certain minima can be set down 
and Mr. Chan's comments on several 6f 
Here are some comments | have 
relative to the subject: 

1) The establishment of minimal 

standards is not only desirable but 
feasible. 


these. 


As one of the standards a “mech- 
anical” review should be required. 
This includes the arithmetical 
check of the work papers, and the 
tie-in of verification forms, ete. 


Ww 


A highly important phase of re- 
view work is the ascertainment 
that consistent accounting prac- 
tices have been employed by the 
client. This part of the review is 
most apparent from the work 
papers. A review of the state- 
ments themselves may not ordin- 
arily reveal inconsistencies. 
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+) On accounts receivable, the re- 
viewer might well give thought to 
the possible over-adequacy of the 
reserve for bad debts. Cash col- 
lections on the accounts subse- 
quent to the balance sheet date 
(up to the time the auditor is 
about finished with his engage- 
ment) may be a good yardstick in 
measuring the reserve. 
Although depreciation rates are 
subject to review, the mere arith- 
metic of rates is far from the 
answer. The approach might be 
to determine what criteria were 
used by management in determin- 
ing rates. Was the determination 
based on appraisal, the seasoned 
opinion of company engineers, or 
mere guess-work ? 
Comment is made by Mr. Chan 
that there should be an ascertain- 
ment that the insurance coverage 
is sufficient. Sufficiency or in- 
sufficiency of coverage is not a 
function within the accountant’s 
province unless he also holds him- 
self out as an insurance expert. 
It goes without saying that the 
accountant should call to his 
client’s attention various types of 
available insurance for possible 
application to the client's affairs. 
Also where book values are wide- 
lv different from insurable values 
for some unexplainable reason, 
this matter should be reviewed 
with the client. But, in the last 
analysis, the amount and type of 
coverage is up to the client and 
his insurance counsellor. The in- 
surance coverage as denoted by 
the work papers may well be 
used to detect hidden assets, assets 
belonging entirely to or jointly 
with others, ete. 2 
It is to be hoped that more is said 
and done about this entire subject. 


on 
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Very truly yours, 


ee 


SEIDMAN. 


Chicago, Illinois, 
June 28, 1946. 





